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Court of Appeals of the District of Columbia 


No. 5136. 

j 

Johnson Locke Mercantile Company, Appellant, 

i 

vs. 

! 

I 

David H. Blair, Commissioner of Internal Revenue. 


1 Docket No. 21317. 

Johnson Locke Mercantile Company, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

For Taxpayer: George R. Jackson, Esq., George E. H. 
Goodner, Esq. 

For Commissioner: A. H. Murray, Esq., J. G. Frank¬ 
lin, Esq. 

Docket Entries . 

1926. | 

Nov. 16. Petition received and filed. Taxpayer notified. 

" 17. Copy of petition served on General Counsel. 

1927. 

Jan. 17. Answer filed by General Counsel. 

Feb. 11. Copy of answer served on taxpayer. Assigned 
General Calendar. 


1928. 

Mar. 8. Notice of appearance of Geo. E. H. Gobdner as 
counsel for taxpayer filed. 

" 16. Motion to consolidate with Doc. #32226 filed by 

taxpayer. Granted 3-19-28. 

" 16. Application for order to take deposition^ filed by 

taxpayer. 

" 20. Order to take depositions of H. H. Henrici en¬ 

tered. 

May 3. Depositions of William B. Curtis et al. filed. Tax¬ 
payer served by notary. 

" 4. Copy of depositions served on General Counsel. 

1—5136a I 
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Dec. 5. Hearing set January 10, 1929. 

1929. 

Jan. 10. Hearing had before Mr. Arundell. Submitted. 
Briefs due 3-1-29. 

" 12. Transcript of hearing of 1-10-29 filed. 

Mar. 1. Brief filed by taxpayer. 

Apr. 10. Findings of fact and opinion rendered by Mr. 

Arundell for the years 1921 and 1922 judgment 
for respondent for 1924, judgment will be en¬ 
tered under Rule 50. 

" 30. Order of redetermination entered. C. Rogers 

Arundell Div. 7. 

Aug. 31. Motion to revise findings of fact and decision and 
to make additional findings filed by taxpayer. 

Sept. 21. Order setting motion for argument Oct. 2, 1929 
entered. 

" 26. Motion to continue hearing date 30 days filed by 

General Counsel. 

" 30. Order of continuance to Oct. 10, 1929, entered. 

Oct. 10. Hearing had before Mr. Arundell on motion to re¬ 
consider and revise findings of fact and de¬ 
cision denied. 

" 10. Order denying motion to reconsider findings of 

fact and decision entered. 

" 16. Motion to fix bond filed by taxpayer. 

" 17. Transcript of hearing of Oct. 10, 1929 filed. 

" 19. Order fixing the amount of bond at $45,000 

entered. 

28. Supersedeas bond for $45,000 approved and or¬ 
dered filed. 

" 28. Stipulation for review before Ct. of Appeals of 

D. C. filed. 

" 28. Petition for review to Ct. of Appeals of D. C. 

with assignments of error filed by taxpayer. 

2 

Oct. 28. Proof of service filed. 

Dec. 26. Motion for enlargement of time to 2-1-30 to pre¬ 
pare and deliver record filed by taxpayer. 

" 27. Order enlarging time to Feb. 1,1930 for prepara¬ 

tion of evidence and delivery of record papers 
entered. 
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1930. 

Jan. 6. Statement of evidence lodged. 

" 6. Notice of the lodgment of statement of eyidence 

with hearing notice 1-16-30 filed. i 

" 7. Objections to statement of evidence filed by Gen¬ 

eral Counsel. 

" 7. Proof of service of objections filed by General 

Counsel. 

" 17. Praecipe filed, proof of service thereof. 

" 16. Hearing had before Mr. Arundell on approval of 

statement of evidence approved as amended to 
par. 2 in proposed statement by addition of 
words “by petitioner.’’ 

" 16. Statement of evidence approved and ordered filed. 


Now, January 29,1930, the foregoing Docket Entries cer¬ 
tified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

3 Filed Nov. 16, 1926, United States Board of Tax 

Appeals. 

| 

United States Board of Tax Appeals. I 
Docket #21317. j 

i 

Johnson Locke Mercantile Company, Petitioner, 


vs. 

! 

Commissioner of Internal Revenue, Respondent. 

Petition . 

i 

The above named petitioner hereby petitions for a re¬ 
determination of the deficiencies set forth by the Commis¬ 
sioner of Internal Revenue in his notice of deficiency (Bu¬ 
reau Symbols IT:CA:PXA-S-10-60D), dated October 11, 
1920, and as the basis of its proceeding alleges as fbllows: 

1. The petitioner is a corporation organized under the 
laws of the State of California, with principal office at 1 
Drum Street, San Francisco, California. 
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2. The notice of deficiency, a copy of which is attached 
hereto and marked Exhibit “A”, was mailed to petitioner 
on October 11, 1926. 

3. The taxes in controversy are income and profits taxes 
for the years and in the amounts as follows: 

Calendar year 1921. $22,746.33 

Calendar year 1922. 6,008.03 

4. The determination of tax set forth in the said notice of 
deficiency is based upon the following errors: 

(a) The Commissioner has computed income for 1921 in¬ 
stead of a net loss due to the disallowance of a deduction of 
$74,877.36, on account of interest accrued during 1921 upon 
indebtedness of petitioner. 

(b) In computing net income for 1922, the Commissioner 
has failed to allow as a deduction $34,318.75, the in¬ 
terest accrued upon indebtedness of petitioner during 

1922. 

4 (c) The Commissioner has failed to apply the net 

loss of 1921 against the net income for 1922 which, if 
done, would result in a loss for 1922. 

5. The facts upon which petitioner relies as the basis of 
this proceeding are as follows: 

(a) Petitioner is a corporation organized under the laws 
of the State of California, some time prior to 1915. Ever 
since organization, it has been engaged in the mercantile 
business. 

(b) Petitioner reported no taxable income for 1921 and 
1922 and paid no tax for those years. 

(c) The outstanding indebtedness of petitioner on De¬ 
cember 31, 1920 was $1,069,963.87, which indebtedness re¬ 
mained constant throughout the year and the interest ac¬ 
crued on said indebtedness during the year was $74,877.36. 
The disallowance by the Commissioner of this interest as a 
deduction in 1921 gives rise to the error noted in para¬ 
graph 4 (a) above. Said indebtedness of petitioner con¬ 
tinues constant to June 15,1922, and the interest accrued in 
1922 up to that date was $34,318.75. The disallowance by 
the Commissioner of this amount as a deduction in 1922 
gives rise to the error noted in paragraph 4(b) above. 

(d) Petitioner kept books and rendered its income tax 
returns on the accrual basis. 
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j 

(e) When the correct interest deduction is made in 1921, 
the result will be a net loss for that year of $16,428181, and 
when this net loss is applied against the current net income 
for 1922, as provided by law, the result will be a net loss 
for 1922 of $2,683.26. The failure of the Commissioner to 
so apply the 1921 loss gives rise to the error noted in para¬ 
graph 4(c) above. 

6. Wherefore petitioner prays that this Board may hear 
the proceeding and find as follows: 

(a) That petitioner kept books on the accrual b&sis and 
properly rendered its income tax returns upon the! accrual 
basis. 

5 (b) That the accrued interest upon the outstand¬ 
ing indebtedness of petitioner during the year 1921 

was $74,877.36, and that said amount is deductible! in com¬ 
puting the income for said year. 

(c) That the accrued interest upon the outstanding in¬ 
debtedness of petitioner for the year 1922 amounted to $34,- 
318.75, and that said amount is deductible in competing the 
net income for 1922. 

(d) That any net loss in 1921 resulting from adjustments 
made in accordance with the foregoing findings should be 
applied against and reduce any income for 1922 and that 
any net loss resulting therefrom in 1922 should be applied 
against any net income for 1923 as provided by law. 

GEORGE R. JACKSON, 

Counsel for Petitioner. 

Address: Union Trust Building, Washington, Dl C. 

I 

6 (Copy.) | 

Verification. 

; 

State of California, 

County of San Francisco, ss: 

H. H. Henrici, being duly sworn, says that he is the Pres¬ 
ident of the Johnson Locke Mercantile Company, petitioner 
above named; that he has read the foregoing petition, or 
had the same read to him, and is familiar with tjhe state¬ 
ments contained therein, and that the facts stated | are true, 
except as to those facts stated to be upon information and 
belief, and those facts he believes to be true. 

H. H. HENRICI. 


i 
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Subscribed and sworn to before me this 8th day of No¬ 
vember, 1926. 

[seal] ANNE F. HASTY, 

Notary Public . 

Notary Public in and for the City and County of San 
Francisco, State of California. 

My commission expires September 20, 1927. 

7 Exhibit “A”. 

Treasury Department, Washington. 

Office of Commissioner of Internal Revenue. 

IT :CA :PYA :5-10-60D. 

October 11, 1926. 


Johnson Locke Mercantile Company, 

1 Drum Street, 

San Francisco, California. 

Sirs: 

The determination of your income tax liability for the 
years 1921, 1922 and 1923, as set forth in office letter dated 
June 19, 1926, disclosed a deficiency in tax amounting to 
$28,754.36, as shown in the attached statement. 

In accordance with the provisions of Section 274 of the 
Revenue Act of 1926, you are allowed 60 days from the date 
of mailing of this letter within which to file a petition for 
the redetermination of this deficiency. Any such petition 
must be addressed to the United States Board of Tax Ap¬ 
peals, Earle Building, Washington, D. C., and must be 
mailed in time to reach the Board within the 60day period, 
not counting Sunday as the sixtieth day. 

Where a taxpayer has been given an opportunity to file a 
petition with the United States Board of Tax Appeals and 
has not done so within the 60 days prescribed and an assess¬ 
ment has been made, or where a taxpayer has filed a peti¬ 
tion and an assessment in accordance with the final decision 
on such petition has been made, the unpaid amount of the 
assessment must be paid upon notice and demand from the 
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Collector of Internal Revenue. No claim for abatement can 
be entertained. 

If you acquiesce in this determination and do not desire 
to file a petition with the United States Board of [Tax Ap¬ 
peals, you are requested to execute a waiver of your right to 
file a petition with the United States Board of Tax! Appeals • 
on the inclosed Form A, and forward it to the Commis¬ 
sioner of Internal Revenue, Washington, D. C. for the at¬ 
tention of IT :CA :PYA :5-10-60D. In the event that you 
acquiesce in a part of the determination, the waiver should 
be executed with respect to the items to which you agree. 

Respectfully, 

D. H. BLAIR, 

Commissioner, 

(Sgd) By C. R. NAS|I, 

Assistant to the Commissioner . 

Inclosures: Statement, Form A, Form 882. 

ggw-4. 
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Statement. 


IT :CA :PYA :5-10-60D. 


October 11,1926. 

I 

In re: Johnson Locke Mercantile Company, l| Drum 
Street, San Francisco, Calif. 


Year. 

1921 .. 

1922 .. 

1923 .. 


Total 


Deficiency 
| in tax. 

$22,746.33 
| 6,008.03 
None 

| 

■ I » 

28,754.36 

i * 


1921. 

Net income reported on return. $66,045.21 

Add: (1) Interest deducted. 124,493.76 


58,448.55 
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Explanation of Adjustment to Net Income. 

(1) This adjustment represents interest accrued prior to 
the year 1921 and is, therefore, not an allowable deduction. 


Indebtedness January 1, 1921. $765,313.57 

Interest rate . .07 

Davs . 2 

mi 

Interest allowed. 293.54 

Interest deducted . 124,787.30 


Interest disallowed. $124,493.76 


Invested Capital. 

Inasmuch as you have no invested capital, the excess 
profits tax has been computed under Section 302. 

Tax Computation. 

Net income. $58,448.55 

Excess profits tax. 18,779.42 

Net income ... J.$58,448.55 

Less: Excess profits tax. 18,779.42 

Balance subject to tax at 10% 39,669.13 
Amount of tax at 10%. 3,966.91 

Total tax assessable. $22,746.33 

Original tax . . None 

Deficiency in tax. $22,746.33 


1922 

Net Income. 


Net loss reported on return. $8,200.05 

Add: 1. Interest deducted... 56,703.80 

48,503.75 

Deduct: 2. Nontaxable interest. 439.55 

Correct net income. $48,064.20 






















Net income. $^S,064.20 

Amount of tax at 12 y 2 % . j6,008.03 

Original tax . None 

i 

- 1 - 

Deficiency in tax. $6,008.03 


9 1923. 

I 

| 

The revenue agent has accepted your return for 1923, 
which action has been approved by this office. 

Your claim for refund of $4,425.85 income tax for 1923, 
based upon the application of net losses for 1921 and 1922 
against net income reported for the year 1923, has been con¬ 
sidered in the above adjustments and will be disallowed in 
full, inasmuch as the adjustment made for these clears re¬ 
sults in an income for each year, instead of a net loss. 

Your protest against the proposed additional assessment 
has been given careful consideration. 

Your brief dated July 8, 1926, and evidence submitted at 
conference held at this office August 10, 1926, together with 
evidence submitted in supplemental brief dated August 27, 
1926, discloses that the original contract entered into in 
1915 provided that upon breach of the contract by! the tax¬ 
payer the whole of the original indebtedness with the in¬ 
terest thereon became immediately due and payable after 
crediting what had already been paid. The taxpayer failed 
to comply with the terms of this contract and it was thereby 
rendered null and void. The second contract entered into 
on the third day of January 1921 provided that,'all pay¬ 
ments should be considered as having been made op interest 
and not on principal and all future payments were to be 
paid on interest instead of principal. It was further pro¬ 
vided that 45% of the principal was to be paid within three 

2—5136a 







10 


JOHNSON LOCKE MERCANTILE CO. VS. 


years and the balance of the creditors ’ claims would be can¬ 
celled in full. 

Final settlement of the creditors’ claims was made in 1922 
for a payment of approximately 3S% of the aggregate 
amounts. The schedule showing principal due, and interest 
accrued by years, and date of all payments made, submitted 
by you under date of September 21,1926, indicates that the 
entire payments made up to July 15,1922 did not cover in¬ 
terest accrued to December 31, 1920. The payments made 
during the taxable years in question would not, therefore, 
include anv interest accrued during those Years, but rather 
represented the liquidation of a liability created prior to 
1921 and cannot, therefore, be allowed as a deduction. 

Pavment of the tax should not be made until a bill is re- 
ceived from the Collector of Internal Revenue for your dis¬ 
trict, and remittance should then be made to him. 

ggw-4. 

Now, January 29, 1930, the foregoing Petition certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U . S. Board of Tax A ppeals. 

10 Mr. Goodner (attorney for petitioner): I will say 
that depositions have been taken in this case and at 
this time I desire to amend the petition No. 21317 with re¬ 
spect to certain amounts alleged therein, to conform to the 
proof, and those changes are as follows : 

In Paragraph 4-(a) of the petition, changing the amount 
$74,877.36, to $64,410.91. 

In Paragraph 4-(b) changing the amount $34,318.75 to 
$29,656.20. 

Amending paragraph 5-(c) so as to change the amount of 
$1,069,963.87, to $924,350.36, and amending the amount of 
$74,877.36 to $60,704.45. And changing the second sentence 
of that paragraph so as to insert after the word “interest” 
the words “except $293.54,”—That is the amount of in¬ 
terest that has already been allowed,—changing the amount 
$34,318.75 to $29,656.20. 
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In Paragraph 5-(e) changing the amount $16,428.81 to 
$5,962.36, and changing the words at the end of the jftrst sen¬ 
tence in that paragraph reading: “Net loss for| 1922 of 
$2,683.26,” to “net income for 1922 of $21,445.64.” 

Amending paragraph 6-(b) by changing the! amount 
$74,877.36 to $64,704.45, and in paragraph 6-(c) by chang¬ 
ing the amount of $34,318.75 to $29,656.20. j 

Now, the effect of all these amendments is simpljy to con¬ 
form the pleadings to the proof and reduce the amount of 
interest claimed each year; in other words the larger 
amounts which were read represent the amounts of in¬ 
terest which are claimed in the petition, while according to 
the proof the lesser amounts which I have now read, consti¬ 
tute the amounts which we claim we are entitled t(p and the 
further result is that instead of being a net loss for 1922 
resulting from the carrying forward of a net loss for 1921, 
there will be net income for 1922 in the amoujnt stated 
11 in the amendment. I think there will be no objection 
to those amendments. 

Mr. Murray (attorney for respondent): I do hot think 
there will be any objection, your Honor, as soon as I am 
able to check out the figures. I think if those figures are 
submitted to use we can readily check them out and see how 
it conforms to the proof. 

The Member: Well, I do not think it is very important to 
do that, Mr. Murray; it merely means he is claiiping this 
much; whether it conforms or not is something that will 
have to be determined when we decide the case. 

Mr. Goodner: That is all; it is to conform out petition 
to the facts proven, as we see it, the same contentions are 
made,—that is the same issues are involved. 

Mr. Murray: If this is merely an amendment, your 
Honor, to make the petition conform to the proof, then I 
have no objection. 

The Member: Very well. 

(Excerpt from record re amendments to petition.) 

Now, January 29, 1930, the foregoing Excerpt from 
Eecord re: Amendments to Petition, certified from the 
record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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12 Filed Jan. 17, 1927, United States Board of 

Tax Appeals. 

United States Board of Tax Appeals. 

Docket No. 21317. 

Johnson Locke Mercantile Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Answer. 

The Commissioner of Internal Revenue by his attorney, 
A. IV. Gregg*, General Counsel, Bureau of Internal Reve¬ 
nue, for answer to the petition of the above-named tax¬ 
payer admits and denies as follows: 

1. Admits the allegations in paragraph 1 of the petition. 

2. Admits the allegations in paragraph 2 of the petition. 

3. Admits the allegations in paragraph 3 of the petition. 

4. (a) Denies the allegations in paragraph 4. (a) of the 
petition. 

4. (b) Denies the allegations in paragraph 4. (b) of the 
petition. 

4. (c) Denies the allegations in paragraph 4. (c) of the 
petition. 

5. (a) Admits the allegations in paragraph 5. (a) of the 
petition. 

5. (b) Admits the allegations in paragraph 5. (b) of the 
petition. 

5. (c) Denies that the outstanding indebtedness of the 
petitioner on December 31, 1920, was $1,009,963.87, which 
indebtedness remained constant throughout the year, and 
that the interest credit on said indebtedness was $74,877.36; 
denies that the commissioner disallovred as a deduction for 
the year 1920 the amount of $74,877.36 or any amount less 
than $124,787.30; but admits that the disallowance of the 
said sum of $124,787.30 or a portion thereof, to-wit: 
$74,877.36, gives rise to the alleged error specified in para¬ 
graph 4. (a) of the petition, denies that the said alleged 
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indebtedness of the petitioner continued constant to June 
15, 1922, and that the interest accrued in 1922 to June 15, 
1922, amounted to $34,318,75, but admits thatlthe dis- 
13 allowance by the commissioner of interest amounted 
to $124,787.30, or a portion thereof, to-wit: 
$34,318.75, gives rise to the alleged error specified in para¬ 
graph 4. (b) of the petition. 

5. (d) Admits the allegations in paragraph 5. (d) of the 
petition. 

5. (e) Admits that the failure of the commissioner to 
determine that the petitioner sustained a net loss| for the 
taxable year 1921 gives rise to the allegations of error 
specified in paragraph 4. (c) of the petition, but deifies each 
and every other allegation set forth in paragraph o. (e) of 
the petition not hereinbefore expressly admitted. 

Denies generally and specifically each and every other 
allegation set forth in the petition of the above-nafned tax¬ 
payer not hereinbefore expressly admitted, qualified, or 
denied. 

Wherefore it is prayed that the appeal be denied^ 

A. W. GREGG, i 

General Counsel. 

7 

Attorney for the Commissioner 

of Internal Revenue. 

Of Counsel j 

ARTHUR H. MURRAY, j 

Special Attorney , 

Bureau of Internal Revenue. 


Now, January 29, 1930, the foregoing Answer | certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] j 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

j 

14 A true copy. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 
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United States Board of Tax Appeals. 

Docket Nos. 21317 and 32226. 

Johnson Locke Mercantile Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Promulgated April 10, 1929. 

Where under a composition agreement of creditors it is 
provided that all sums paid shall be treated as interest, 
but upon the payment of sums totaling 45 per cent of the 
principal sum due, all further obligations to pay either 
principal or interest shall be discharged, petitioner's ac¬ 
crual of interest may not exceed the total amount it is obli¬ 
gated under the contract to pay. 

The amount paid to employees in the year 1924 as addi¬ 
tional compensation for services rendered allowed as a 
deduction from gross income. 

George E. H. Goodner, Esq., for the petitioner. 

A. H. Murray, Esq., for the respondent. 

These proceedings, which were consolidated for hearing 
and decision, involve the redetermination of a deficiencv of 
$22,746.33 in income and excess-profits taxes for the year 

1921, and deficiencies of $6,008.03 and $1,025 in income 
taxes for the years 1922 and 1924, respectively. The is¬ 
sues are (1) whether certain amounts are deductible from 
gross income in 1921 and 1922 as interest accrued upon in¬ 
debtedness; (2) whether a net loss sustained in 1921 should 
be allowed as a deduction from net income for the year 

1922, and (3) whether there should be allowed as a deduc¬ 
tion from gross income for 1924 the sum of $2,026.10 as ad¬ 
ditional compensation paid to employees. 

Findings of Fact. 

The petitioner is a California corporation with principal 
offices at San Francisco. During the years 1921 and 1922 
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; 

it kept its books and made its returns on the j accrual 
basis. 

15 On March 27, 1915, when the petitioner | was in 
financial difficulties and some of its creditors were 
demanding payment of their claims, the petitioner entered 
into a written agreement with its creditors, whos£ claims 
aggregated $924,350.36, and Wm. R. Pentz, as trustee, for 
the liquidation of the indebtedness. The pertinent provi¬ 
sions of the instrument read as follows: 

“ First. That the said debtor shall within 30 davs from 
this date cause to be delivered to Wm. R. Pentz, who; is here¬ 
inafter called the trustee, the whole of its capital stcjck, save 
and except five (5) shares thereof which shall be; and re¬ 
main one (1) share in the name of each of its directors, 
and shall cause to be vested in said trustee for the purposes 
of this agreement full and complete title to said jstock so 
delivered with all powers incident thereto; 

“Second. That the said trustee shall have the power to 
nominate, and from time to time to substitute bvl writing 
addressed to the Board of Directors of the debtor, a per¬ 
son who shall be elected treasurer of said debtor, pnd who 
shall receive and control all of the funds receive^ by said 
debtor from whatever source derived, and shall disburse 
such of said funds as may be necessary to safely ;and eco¬ 
nomically conduct and carry on said business and shall turn 
over and deliver to said trustee the remainder, of said 
funds, which shall from time to time, and whenever there is 
sufficient in his hands for that purpose, be by said trustee 
distributed pro rata among the undersigned creditors; 

i 

# * * * * * j * 

i 

“Fifth. That the full amount of the claims and demands 
of the undersigned creditors as hereinbelow placed oppo¬ 
site their respective names shall be paid on or before five 
(5) years from the date hereof; 

“Sixth. That each and all of said acts and payments 
shall be done and made promptly at maturity, and so to 
this condition, time is hereby made of the essence of this 
agreement, so that in case of default or miscarriage regard¬ 
ing said acts and payments the whole of said original in¬ 
debtedness, together with interest thereon, is hereby re¬ 
newed and revived, save and except such portion thereof as 


i 
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may have been theretofore received thereon from said trus¬ 
tee, as hereinbefore set forth: 

16 “Hereby agree one with another and with the said 
debtor upon the conditions aforesaid, to waive, any 
and all claim for interest now due or to become due upon 
their several claims and demands, and to extend, and they 
do hereby extend, for a period of five (5) years from the 
date hereof, the time of payment of the principal thereof, 
being the amounts hereunto set opposite their respective 
names, provided, however, that they shall receive and credit 
upon said principal such amounts as may be disbursed to 
them by said trustee, as hereinabove set forth. But in 
case of a breach of any of said conditions then these pres¬ 
ents shall be void and of no effect, except as an acknowl¬ 
edgment and renewal of said original claims and demands, 
and interest thereon, sufficient to prevent the bar of any 
statute of limitations of the State of California, and which 
statute and the pleading thereof as a defense to the re¬ 
covery of any of said claims or demands is hereby expressly 
and irrevocably waived by said debtor, it being the inten¬ 
tion of this agreement to suspend the operation of such 
statute of limitations while this agreement remains in 
force.’ ’ 

At the time the agreement was entered into, Ada John¬ 
son, a stockholder of petitioner and one of its creditors in 
the amount of $139,969.40, was liable for the payment of a 
portion of the claims of petitioner’s creditors. By the 
terms of an agreement dated March 27, 1915, between Ada 
Johnson, AVm. R. Pentz and petitioner’s creditors, the 
former, in consideration of the discharge of her liability 
under the claims, agreed to assign all of her property, in¬ 
cluding her claim against petitioner, less certain exemp¬ 
tions, to Wm. R. Pentz, in trust, with power, among others, 
to collect the revenue therefrom and convert the property 
into money and distribute the net proceeds ratably among 
petitioner’s creditors in liquidation of their claims against 
the petitioner. 

The claims of the creditors were not liquidated in full 
within the five-year period provided for in the agreement, 
and as a consequence, the parties to the instrument entered 
into a further agreement on January 3, 1921, the pertinent 
provisions of which are: 



I 

i 

i 

I 

i 
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17 “That the said trustee shall have the power to 
nominate, and from time to time to substitute by 
writing addressed to the Board of Directors of the debtor, 
a person who shall be elected treasurer of said deljtor, and 
who shall receive and control all of the funds received by 
said debtor from whatever source derived, and shall dis¬ 
burse such of said funds as may be necessary to safely and 
economically conduct and carry on said business qnd shall 
turn over and deliver to said trustee the remainder of said 
funds, which shall from time to time, and whenever there 
is sufficient in his hands for that purpose, be by said trus¬ 
tee, distributed pro rata among the undersigned Creditors 
and Wm. R. Pentz, trustee for the creditors of Ada John¬ 
son under a certain indenture entered into betweeik the un¬ 
dersigned creditors and said Ada Johnson on March 27th, 
1915; 

“That an amount shall be paid on the claims and de¬ 
mands of each of the undersigned creditors an<j on the 
claim and demand of Ada Johnson (now held bv Wm. R. 
Pentz as trustee for the creditors of said Ada Jolihson) on 
or before three years from the date hereof, by or for the 
debtor, which amount so paid, together with all payments 
received since March 27th, 1915, from the debtorj or Ada 
Johnson or Wm. R. Pentz as trustee for either or! them on 
said claims and demands, shall equal forty-five !(45) per 
cent, of the amount of the present principal of each of said 
claims and demands. 

“That each and all of said acts and payments shall be 
done and made promptly, at maturity, and as to tljis condi¬ 
tion, time is hereby made of the essence of this agreement, 
so that in case of default or miscarriage regarding said 
acts and payments the whole of said principal indebtedness, 
together with interest thereon, is hereby renewed and re¬ 
vived, save and except such portion thereof as may have 
been theretofore received thereon from said trustee, as 
hereinabove set forth; 

“Hereby agree one with another and with Ithe said 
debtor upon the conditions aforesaid, to extend, and they 
do hereby extend, for a period of three years from! the date 
hereof, the time of payment of the principal an4 interest 
upon their several claims and demands. But in case of a 

3—5136a 
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breach of any of said conditions then these presents shall 
be void and of no effect, except as an acknowledgment and 
renewal of said original claims and demands, and interest 
thereon, sufficient to prevent the bar of any statute of limi¬ 
tations of the State of California, and which statute and 
the pleading thereof as a defense to the recovery of any of 
said claims and demands is hereby expressly and irrevoc¬ 
ably waived by said debtor, it being the intention of this 
agreement to suspend the operation of such statute of limi¬ 
tations while this agreement remains in force; 

“And hereby agree one with another and with the said 
debtor, upon the conditions aforesaid that the full amount 
of said claims and demands of the undersigned, prin- 
18 cipal and interest, and the claim and demand of Ada 
Johnson against the debtor assigned to Wm. R. 
Pentz, trustee as aforesaid for the undersigned creditors, 
principal and interest, shall be considered as paid in full 
and extinguished and discharged upon the payment of said 
45 per cent on each of said claims and demands; that all 
payments heretofore made on said claims and demands by 
said debtor or Ada Johnson or said Wm. R. Pentz as trus¬ 
tee for either of them shall be considered as having been 
made on interest and not on principal; that all future pay¬ 
ments herein provided to be made on said claims to make 
up said 45 per cent shall be paid as and on interest and not 
as principal.” 

By June 15, 1922, there had been paid to Wm. R. Pentz 
as trustee, and he had distributed to the creditors, pursuant 
to the terms of the agreement, of January 3, 1921, and the 
agreement between Ada Johnson and the creditors, 
amounts equivalent to 45 per cent of the principal amount 
of the indebtedness on January 3,1921. 

In its returns for the years 1921 and 1922 petitioner 
claimed the respective sums of $124,787.30 and $56,703.80 
as deductions for interest on the full amount of the claims 
of its creditors. The respondent disallowed all of the de- 
ductions with the exception of $293.54 for the year 1921. 

For the year 1922 the petitioner claimed as a deduction 
from net income an alleged net loss for the year 1921. The 
respondent disallowed the claim in full in view of the fact 
that his adjustments for the year 1921 resulted in net in¬ 
come instead of a net loss. 
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During the year 1924 the petitioner, pursuant to a policy 
established in December, 1923, paid its employees | a total 
of $2,026.10 as additional compensation for services ren¬ 
dered. The amount paid each employee was based upon 
a small percentage of his salary. The sum paid was not 
claimed as a deduction from gross income in the return 
filed by petitioner for the year 1924. The amount paid 
each employee was, however, reported to the respondent 
on form number 1096 or number 1099 as additional compen¬ 
sation paid to its employees. 


Opinion. 


19 Arundell: By the agreement of January |3, 1921, 
petitioner admits a liability to its creditor? in the 
principal sum of $924,350.36, on which it agrees! to pay 
interest. It is provided in the contract that all surds there¬ 
after paid shall be regarded as interest until such time 
as there has been paid to the creditors a sum whiph when 
added to the amounts theretofore paid shall equaj 45 per 
cent of the principal sum due, at which time petitioner is 
to be discharged from all liability to its creditors. This 
agreement, according to its terms, must be perforated with¬ 
in three vears from its date and time is of the essence of 

w i 

the contract. 

We have not been advised of the sums paid to tlae credi¬ 
tors between March 27, 1915, and January 3, 1921^ nor the 
amounts thereafter paid, which would be sufficient jto make 
up the 45 per cent. All that we know is that by June 15, 
1922, sufficient had been paid to release petitioner from 
further liability for principal and interest. 

If petitioner were on the cash basis it would be! entitled 
to deduct, in computing its net income, the sums | actually 
paid as interest during the years in which paid, and if it 
performed under the contract these amounts would be lim¬ 
ited to a total of not to exceed 45 per cent of the principal 
sum due. As its books were kept on the accrual System it 
may deduct the interest as it accrues, regardless of when 
payment is made, but may it deduct an amount] greater 
than its total liability? We do not believe that thp accrual 
system contemplates or that the law permits such a deduc¬ 
tion. Nor do we think the fact that the contract! must be 

i 

performed within three years to entitle petitioner to its 






20 


JOHNSON LOCKE MERCANTILE CO. VS. 


discharge in the manner set forth should change our con¬ 
clusion. During 1921 and 1922 it was operating under that 

contract with its liability limited to an amount not in excess 

* 

of 45 per cent of the principal sum and in fact it did fully 
perform its part of the contract within one and one-half 
years. 

The petitioner having refrained from giving us 
20 the amounts actually paid by it to its creditors either 
before or subsequent to January 3, 1921, we have 
no means of determining the extent of its liability during 
the years in question and consequently the amount, if any, 
that it would be entitled to accrue in the respective years 
1921 and 1922. The determination of the respondent in 
this particular will therefore not be disturbed. 

Inasmuch as our decision of the first issue will result 
in net income for the year 1921 instead of a net loss, it 
follows that the petitioner has no grounds for claiming as 
a deduction from net income for 1922 a net loss for the 
prior year. 

The respondent is not contesting the reasonableness of 
the additional compensation paid by the petitioner to its 
employees in 1924. The sum was actually paid in the tax¬ 
able year as additional compensation for services rendered 
and is deductible from gross income as an ordinary and 
necessary business expense. 

For the years 1921 and 1922 judgment will he entered for 
the respondent. For the year 1924 judgment will he en¬ 
tered under Rule 50. 

Now, January 29, 1930, the foregoing Findings of Fact 
& Opinion certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 
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21 United States Board of Tax Appeals, Washington. 

Docket No. 21317. | 

Johnson-Locke Mercantile Company, Petitioner, 

i 

v. 

Commissioner of Internal Revenue, Respondent. 

Order of Redetermination . j 

Pursuant to the Board’s findings of fact and opinion, 
promulgated April 10, 1929, it is ordered and decided: 
that, upon redetermination, there is a deficiency of $22,- 
746.33 for the year 1921 and a deficiency of $6,00^.03 for 
the year 1922. 

Enter. 

(Signed) C. ROGERS ARUNDELL, 

Member United States Board of Tax Appeals . 

Entered April 30, 1929. 

A true copy. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Now, January 29, 1930, the foregoing Order of ^deter¬ 
mination certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] j 

B. D. GAMBLip, 

Clerk U. S. Board of Tax Appeals. 

I 

l 

22 Conformed Copy. I 

United States Board of Tax Appeals. Filed Aug. 31,1929. 

i 

United States Board of Tax Appeals, i 
Docket No. 21317. ! 


Johnson-Locke Mercantile Company, Petition 


ner, 


Commissioner of Internal Revenue, Respondent, 

Notice to Reconsider and. Revise Findings of Pact and 
Decision , and to Make Additional Findings\ 

Comes now the petitioner in the above entitled cause, 
by its attorney, and moves the Board to reconsider its 
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findings of fact and decision promulgated on April 10, 
1929, and revise its order of redetermination entered on 
April 30, 1929, for the reason that said findings of fact, 
decision, and order are not in accordance with the law and 
evidence. 

In support of this motion there is attached hereto as 
part hereof a statement of errors committed by the Board, 
both as to the facts and the law. 

It is requested that this motion be set down for hearing 
and argument at an early date and, furthermore, that the 
Board enter of record petitioner’s exception to any adverse 
ruling on the Motion. 

GEO. E. H. GOODNER, 

1 GEO. E. H. GOODNER, 

Attorney for Petitioner. 

Address: Munsey Building, Washington, D. C. 

GEORGE R. JACKSON, 

PAUL D. BANNING, 

Of Counsel. 

23 United States Board of Tax Appeals. 

Docket No. 21317. 

Johnson-Locke Mercantile Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Statement of Errors Committed by the Board in its Find¬ 
ings , Decision , and Order of Redetermination. 

1. The Board erred in failing to find that the total in¬ 
debtedness of petitioner on January 3, 1921, was $924,- 
350.36, and that all payments made by petitioner to cred¬ 
itors prior thereto constituted interest payments, when the 
record discloses such facts. 

2. The Board erred in failing to find that the total pay¬ 
ments made by petitioner to its creditors between March 
27, 1915, and June 15, 1922, under the contracts of March 
27, 1915, and January 3, 1921, amounted to $415,957.66, 
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when, by a simple mathematical computation, the j record 
discloses such payment. 

3. The Board erred in failing to find the total payments 
made by petitioner to its creditors between January 3rd, 
1921, and June 15th, 1922, under the contract of January 
3rd, 1921, amounted to $181,491.10, when the record dis¬ 
closes such payment. ^ 

3sZC he Boa rd erred in failing to find that the total pa y- 

ments lu |II llli III fn ifg .Igmiarv 

3rd, 1921, and June lntVi | omit ract iof Jan- 

Ti ary 3 rd^!95^J, f " tr> $181,491.10, wlimT^tfee^ecord 

4. The Board erred in failing to find that the total pay¬ 
ments made by petitioner to its creditors betweed March 
27th, 1915, and January 3rd, 1921, under the contract of 
March 27, 1915, was $234,466.50, when by a simple! mathe¬ 
matical computation the record discloses such payment. 

5. The Board erred in failing to find that 7 percent per 
annum is the rate to be used in computing interest under 
the said contracts of March 27, 1915, and January |3, 1921. 

6. The Board erred in construing the contract !of Jan¬ 
uary 3, 1921, as limiting the liability of petitioner to 45% of 
the principal sum of its indebtedness, when such con¬ 
struction can be arrived at only by anticipating the 

24 happening of a subsequent event. 

7. The Board erred in failing to find and hold that 
petitioner is entitled to deduct interest in 1921 aiid until 
June 15, 1922, at the rate of 7% per annum upon $924,- 
350.36. 

The above errors will not be discussed in the order stated: 


1 . The Board Erred in Failing to Find that the Total 
Indebtedness of Petitioner on January 3 , 1921 , wds $ 924 ,- 
350 . 36 , and that all Payments made by Petitioner to Credi¬ 
tors prior thereto Constituted Interest Payments, y:hen the 
Record discloses such Facts. 

The Board found that petitioner owed $924,3ho.36 to 
creditors on March 27, 1915, but failed to find that its in- 

i 

debtedness on January 3, 1921, was the same amount. In 
the first sentence of its opinion the Board states that 

i 
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“By the agreement of January 3, 1921, petitioner admits 
a liability to its creditors in the principal sum of $924,- 
350.36, on which it agrees to pay interest.” 

A statement in the opinion is not a finding of fact. Hen¬ 
drick Coal & Dock Company vs. Blair, C. C. A., 8th Cir¬ 
cuit (not yet reported). Since the statement of fact in the 
opinion must be based on the evidence, the Board should 
find as a fact that petitioner’s indebtedness to creditors 
on January 3, 1921, was $924,350.36. 

2. The Board Erred in Failing to Find that the Total 
Payments made by Petitioner to its Creditors between 
March 27, 1915, and Jane 15, 1922, under the contracts of 
March 27, 1915, and January 3, 1921, amounted to $415,- 
957.66, when by a simple Mathematical Computation the 
Record discloses such Payment. 

The Board fotmd that the total payments by petitioner 
to June 15, 1922, amounted to 

“45 per cent of the principal amount of the indebtedness 
on January 3,1921.” 

Since the indebtedness on January 3, 1921, was $924,350.36, 
(see first point above) then 45 per cent of this amount 
would be $415,957.66, and the Board should so find. 

3. The Board Erred in Failing to Find that the 
25 Total Payments made by Petitioner to its Creditors 
between January 3rd, 1921, and June 15th, 1922, 
under the contract of January 3rd, 1921, amounted to $181,- 
491.10, when the record discloses such Payment. 

In its opinion the Board states that petitioner has re¬ 
frained from giving the amount paid subsequent to Jan¬ 
uary 3rd, 1921, and that it is not advised of such amount. 

Such is not the case as the following evidence will show: 

(Page 8 of Deposition.) 

(By Mr. Goodner, attorney for petitioner:) 

“Q. Mr. Curtis, in rendering your 1921 income tax re¬ 
turn, did you claim any interest as a deduction? A. Yes. 
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Q. Will you refer to your 1921 return and state how 
much interest was claimed as a deduction in computing 
income? A. (Examining document.) $124,787.30. j 
Q. Now, will you refer to the Commissioner’s deficiency 
letter in this case, for the year 1921, and state what Interest 
the Commissioner has allowed in arriving at his! net in¬ 
come. A. (Examining document.) He has allowed $293.54. 

Q. In rendering your income tax return for 1922, did you 
claim as a deduction any interest paid on account of liabili¬ 
ties of the company? A. Yes. 

Q. Refer to your 1922 return and state how much in¬ 
terest was claimed. A. (Examining document;) $56,- 
703.80. j 

Q. Now refer to the Commissioner’s deficiency letter 
covering 1922 and state if he allowed this interest deduc¬ 
tion or not. A. (Examining document.) No. In his re¬ 
turn he deducts the amount of interest which I we had 
claimed, disallowing it. 

Q. Then the Commissioner has disallowed all of the 
interest which you claimed in 1922? A. Yes. j 

Q. What was this interest, which you claimed in 1921 
and 1922, based on? A. It was the interest on the original 
claim of the creditors. , 

Q. That you referred to? A. Yes. 

I 

By Mr. O’Connell: 

i 

26 Q. The original claim of what? A. The| original 
claims. The original claims stood just as claimed in 
1915. At the windup of the business all payments were 
made on interest.” 

i 

(Excerpt from Transcript of Record of Hekring 
January 10, 1929, Page 11.) 

i 

i 

j 

“Mr. Murray (attorney for respondent): I have noth¬ 
ing further, your Honor, to add to the opening statement 
of counsel for the petitioner, except to say that the item 
disallowed by Respondent in the year 1920 wasj interest 
deducted in the amount of $124,493.76.* 


♦(Amount claimed .$124,787.30, less Commissioner’s allowance! $293.54.) 

i 
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Mr. Goodner (attorney for petitioner): For what year 
was that, Mr. Murray? 

Mr. Murray: 1921. and for the vear 1922 in the amount 
of $56,703.80, and that the respondent took the position in 
these appeals, or in this particular appeal, that the interest 
payment, or the alleged interest payment by Petitioner 
made in 1921 and 1922 were under the contract merely a 
liquidation of an indebtedness incurred prior to these tax¬ 
able years, and therefore were not deductible regardless 
of the fact they were claimed to be interest payments under 
the contracts which have been submitted in evidence in the 
case. 

Mr. Goodner: I do not know whether I understand that 
exactly. Do you mean the amount sought to be deducted 
in 1921 and 1922 did not represent interest? 

Mr. Murray: Payments as such, but representing pay¬ 
ments on liabilities which had been created prior to 1921. 

The Member: Payments on the principal of the indebt¬ 
edness ? 

Mr. Murray: Payments on the principal.” 

An admission by an attorney during the progress of a 
trial is conclusive. See Section 257, Jones on Evidence, 
Civil Cases, Third Edition, where it is said: 

27 “Any fact bearing upon the issues involved admit¬ 
ted by counsel may be the ground of the Court’s pro¬ 
cedure equally as if established by the clearest proof.” 
(Many citations.) 

Thus the amounts of $124,7S7.30 and $56,703.80 deducted 
by petitioner as interest payments in its 1921 and 1922 
returns, respectively, represent the payments which peti¬ 
tioner made to creditors between January 3, 1921, and 
June 15, 1922, totaling $181,491.10, and the Board should 
so find. 

4. The Board Erred in Failing to Fnd that the Total Pay¬ 
ments made by Petitioner to its Creditors between March 
27th, 1915, and January 3rd, 1921, under the Contract of. 
March 27, 1915, icas $234,466.50, when by a simple mathe¬ 
matical computation the Record discloses such Payment. 
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The total amount paid by petitioner to creditors between 
March 27, 1915, and June 15, 1922, was $415,957.66. (See 
second point above.) 

The total amount paid by petitioner to creditors between 
January 3, 1921, and June 15, 1922, was $181,491.10. (See 
third point above.) I 

Therefore, the difference in the two amounts, or $234,- 
466.56, represents the total amount paid betwee^i March 
27,1915, and January 3, 1921, and the Board should so find. 

5. The Board Erred in Failing to Find that 7% per an¬ 
num, is the Rate to be Used in Computing Interest under 
the said Contracts of March 27, 1015, and January 3, 1921 . 

In his computation of interest allowable, respondent used 
7 per cent (see deficiency letter—Exhibit A of petition). 
Petitioner has taken no exception to this rate. 

The legal rate of interest in California is 7 per cent. 
(Art. 3757, Civil Code of California, Statutes 1919,, lxxxiii.) 

The Board has held that petitioner may deduct! interest 
as it accrues and it should now find that the ratb should 
be 7 per cent. 

6. The Board Erred in Construing the Contract of Jan¬ 
uary 3 1921, as Limiting the Liability of Petitioner to 45% 
of the Principal Sum of its Indebtedness, when such Con¬ 
struction cam be Arrived at only by Anticipating fhe Hap¬ 
pening of a Subsequent Event. 

The Board has construed the contract of January 
28 3, 1921, as limiting petitioner’s liability to jits cred¬ 

itors to 45% of the principal sum. The only way in 
which such effect can be given to the contract is lpy antici¬ 
pating the happening of a subsequent event and j this vio¬ 
lates the well established rule of construction. 

An unlimited provision that payments to the extent of 
45% of the total indebtedness would effect a cancellation 
of the indebtedness, might be equivalent to an instant can¬ 
cellation of the existing indebtedness in excess of 45%, if 
there was some sufficient consideration. But such is not 
the import of this contract of January 3, 1921.j 

Prom a consideration of the contract as a wholb, it must 
be apparent that the total indebtedness of petitioner on 
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January 3rd, 1921, was the amount of indebtedness on 
March 27, 1915, ($924,350.36); that this indebtedness con¬ 
tinued to exist and was to continue until the happening of 
a certain event, viz: the time when the total interest pay¬ 
ments of petitioner should amount to 45% of such indebt¬ 
edness, provided such event occurred within three years; 
that upon the happening of this event within the three 
years, and only then, was the indebtedness to be cancelled. 
Nothing else can be made out of the contract and the evi¬ 
dence shows that that is the way the parties construed it 
and that is the effect given to it by them. 

It must be obvious that there cannot be two concurrent 
existing liabilities pertaining to the same indebtedness be¬ 
tween the same parties,—one for the full amount and one 
for part. The whole would absorb the part. The Board 
has said in its opinion that petitioner, by the contract of 
January 3rd, 1921, admits a liability of $924,350.36. How 
can it then say that the liability is only 45% of such 
amount? The instant the interest 'payments amount to 
45% of the indebtedness, the indebtedness is cancelled in 
toto. Where does the Board get a liability of 45% ? 

The situation is analogous to that in the case of a lease, 
with an option to purchase, where the rentals subsequently 
become a part of the purchase price upon the exercise of 
the option. The law is plain that the instrument is a lease 
until the option is exercised,—that it cannot be both lease 
and purchase contract. The Board so construed such an 
instrument in the Appeal of Alameda Park Co., 10 B. T. A. 
115. 

29 In construing such a lease agreement under the 
laws of its State, the California Court of Appeals 
(1906) in Hayden vs. Consolidated Mining and Dredging 
Co., 84 Pac. 422, said: 

“The option to purchase left Oltman (lessee) free to act 
according to his will, and the mere fact that he might own 
the property at some subsequent time cannot prejudice the 
right of the present owner to recover for a tort resulting in 
lasting injury to realty which she now holds and he may 
never acquire.’’ 

Obviously, the creditors did not reduce their claims by the 
contract of January 3rd, 1921. What they did was to ex- 
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tend the time of payment of the full amounts to thr|ee years 
thereafter and agree that, when interest payments on such 
claims equaled 45 per cent of same, then the claims would 
be cancelled in toto. 

Wherefore, the Board should hold that the contract of 
January 3, 1921, did not limit petitioner’s indebtedness to 
45% of the principal sum and that such indebtediiess con¬ 
tinued and drew interest until June 15, 1922. 

I 

7. The Board Erred in Failing to Find amd Hold that 
Petitioner is Entitled to Deduct Interest in 1921 and until 
June 15, 1922, at the Rate of 7 c /c per annum upbn $924,- 

350.36. | 

If the Board committed error in respect of the fbregoing 
six points, then obviously it committed error as alleged 
here. 

Since the ultimate holding must be that petitioner was in¬ 
debted up to June 15, 1922, in the principal sum |of $924,- 

350.36, and that interest accrued on this amount atj the rate 
of 7% per annum, the Board should set aside its former de¬ 
cision and order of redetermination and find and bold that 
petitioner is entitled to deduct the amounts of interest in 
1921 and 1922 claimed in the petition as amended, j 

Respectfully submitted, 

GEO. E. H. GOODNER, 

GEO. E. H. GOODNEjR, 
Attorney for Petitioner. 

GEORGE R JACKSON, 

PAUL D. BANNING, j 

Of Counsel. 

Now, January 29, 1930, the foregoing Motion tjo Recon¬ 
sider & Revise Findings of Fact & Decision & to Make Addi¬ 
tional Findings, certified from the record as a true copy. 

! 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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30 United States Board of Tax Appeals, Washington. 

Docket No 21317. 

Johnson-Locke Mercantile Company, Petitioner, 


v. 

Commissioner of Internal Revenue, Respondent. 

Order. 

This proceeding having duly come on for hearing before 
Division #7, on October 10, 1929, for hearing on motion of 
counsel for the petitioner to reconsider its findings of fact 
and decision promulgated on April 10, 1929, and revise its 
order of redetermination entered on April 30, 1929, and 
counsel for the parties having been present and due consid¬ 
eration having been given to said motion, it hereby is 

Ordered that the motion be and hereby is denied. 

(Signed) C. ROGERS ARUNDELL, 

Member. 

Counsel for the petitioner excepts to the foregoing, and 
at his instance, exception noted. 

(Signed) C. ROGERS ARUNDELL, 

Member. 


Dated Wash., D. C., Oct. 10, 1929. 

• 

J- 

A true copy. Teste: 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

Now January 29,1930, the foregoing Order certified from 
the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 
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31 United States Court of Tax Appeals. Filed 

Oct. 28, 1929. 

i 

In the Court of Appeals of the District of Columbia. 

-Term,-. 

No. —. 

Johnson-Locke Mercantile Company, Petitioner, 

v. 

j 

Commissioner of Internal Revenue, Respondent. 

Petition for Review of Decision of the United Statei Board 

of Tax Appeals. 

| 

(U. S. Board of Tax Appeals Docket No. 21317.) 

i 

l 

To the Honorable the Chief Justice and Associates Justices 
of the Court of Appeals of the District of Columbia: 

I. Jurisdiction. 

i 

i 

Your petitioner is aggrieved by a decision of the United 
States Board of Tax Appeals rendered on April 30,1929, in 
the Appeal of Johnson-Locke Mercantile Company vs. Com¬ 
missioner of Internal Revenue, No. 21317 on the Docket of 

7 # i 

the Board, and respectfully submits its petition for n review 
thereof by the Court of Appeals of the District of Columbia, 
in accordance with the provisions of Sections 1001, 1002, 
and 1003, of the Revenue Act of 1926, as amended by Section 
603 of the Revenue Act of 1928. 

i 

The parties, by their respective counsel, have agreed that 
the review of said decision shall be had in this C^>urt, as 
evidenced by a stipulation filed with the Clerk of the Board 
in compliance with the provisions of Section 1002j (d) of 
the Revenue Act of 1926. j 

II. Nature of Controversy. 

• 

Your petitioner respectfully represents to the Court: 

1. Johnson-Locke Mercantile Company, petitioner, is and 
was during the years in controversy a corporation organ¬ 
ized under the laws of California with its principal office at 
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San Francisco, and engaged in the mercantile brokerage 
business. 

2. By agreement dated January 3,1921, petitioner 
32 admitted liability to sundry creditors in the principal 
sum of $924,350.36, on which it agreed to pay interest. 

3. Said indebtedness of $924,350.36 remained constant 
from January 3, 1921 to June 15, 1922, when it was dis¬ 
charged and extinguished. 

4. Pursuant tb the terms of said agreement, petitioner 
paid interest of $124,787.30 in the year 1921, and $56,703.80 
during the period from January 1, 1922 to June 15, 1922. 

5. Petitioner keeps its books and renders its tax returns 
on the accrual basis as comprehended in the Revenue Act 
of 1921, and Treasury Regulations promulgated thereunder. 

6. Respondent, in registered letter bearing date of Octo¬ 
ber 11, 1926, notified petitioner of a determination of defi¬ 
ciencies in tax of $22,746.33 for the year 1921 and $6,008.03 
for the year 1922. 

7. In arriving at the net income of $58,448.55 as com¬ 
puted by him for 1921, on which said deficiency for 1921 is 
based, respondent has allowed as a deduction for interest 
the sum of $293.54 and no more, whereas petitioner is en¬ 
titled to deduct the sum of $64,704.45, being interest at the 
rate of 7 per cent on $924,350.36 for one year. 

8. In arriving at the net income of $48,064.20 computed 
by him for 1922, on which said deficiency for 1922 is based, 
respondent has allowed no deduction whatsoever for inter¬ 
est, whereas petitioner is entitled to deduct the sum of $29,- 
656.20, being interest at the rate of 7 per cent on $924,- 
350.36 for months, or until June 15, 1922. 

9. For the year 1922 petitioner is entitled further to re¬ 
duce net income as finally determined, by the sum of 
$5,962.36, the net loss sustained in 1921, no part of which 
has been allowed by respondent. 

10. Within the time prescribed by law petitioner ap¬ 
pealed to the United States Board of Tax Appeals, and by 
competent witnesses, documentary evidence, and otherwise, 
fully established all allegations aforesaid. But notwith¬ 
standing said proof, the Board rendered, on April 10, 1929, 
its findings of fact and decision wherein it upheld respond¬ 
ent’s determination in toto. 
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11. Pursuant to said findings and decision, the 
33 Board entered its order of redetermination qn April 
30,1929, in which it ordered and decided that ithere is 
a deficiency of $22,746.33 for the year 1921 and a deficiency 
of $6,008.03 for the year 1922. j 

12. On August 31, 1929, petitioner filed with the Board a 
motion to reconsider and revise the findings of fact! and de¬ 
cision and to make additional findings, which motion was, 
after argument thereon, denied bv the Board on October 10, 
1929. * ! 

i 

III. Assignments of Error. 


Your petitioner believes and avers that errors were com¬ 
mitted by the Board to his damage and prejudice as shown 
by the following: 

1. The Board erred in failing to find that petitioner’s in¬ 


debtedness under the creditors’ agreement of Jahuarv 3, 
1921 was $924,350.36. j 

2. The Board erred in failing to find and hold that peti¬ 


tioner by the agreement of January 3, 1921, obligated itself 
to pay interest on its indebtedness of $924,350.36, at] the rate 


of 7 per centum per annum. 


3. The Board erred in failing to find and hold,that the 
indebtedness fixed under the creditors’ agreement re¬ 
mained constant from January 3,1921 to June 15,1922. 

4. The Board erred in failing to find that interest pay¬ 
ments made by petitioner to its creditors between |January 


3,1921 and June 15,1922 amounted to $181,491.10. j 

5. The Board erred in failing to find and hold that peti¬ 
tioner is entitled to deduct $64,704.45 interest accrued and 
payable on indebtedness in 1921. 

6. The Board erred in failing to find and hold that peti¬ 
tioner is entitled to deduct $29,656.20 for interest accrued 
and payable on indebtedness in 1922. 

7. The Board erred in failing to allow as a deduction 
from net income finally determined for 1922, a n^t loss of 
$5,962.36 sustained in 1921. 

Wherefore petitioner prays that this Honorable Court 
will review the said findings, decision, opjnion and 
34 order of redetermination of said Board of Tax Ap¬ 
peals and reverse and set aside the same insofar as 
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the aforesaid assigned errors apply and therein find for 
petitioner, and grant such other and further relief as peti¬ 
tioner mav be entitled to, or which to the Court may seem 
equitable and proper. 

I GEO. E. H. GOODNER, 

Attorney for Petitioner . 

Address: Munsev Building, Washington, D. C. 

GEORGE R. JACKSON, 

PAUL D. BANNING, 

Of Counsel. 

District of Columbia, ss: 

Personally appeared before me, a Notary Public in and 
for the District of Columbia, Mr. Geo. E. H. Goodlier, who 
being duly sworn according to law deposes and says that 
he is the attorney for the above named petitioner, and that 
as such he has authority to sign and did sign the foregoing 
petition; that he has read the same and that the facts set 
forth therein are true to the best of his knowledge and be¬ 
lief, and that the said petition is signed in good faith. 

GEO. E. H. GOODNER. 

Subscribed and sworn to before me this 28th day of 
October, 1929. 

[Seal of Florence M. Stephenson, Notary Public, 

District of Columbia.] 

! FLORENCE M. STEPHENSON, 

My Commission expires April 28,1931. 



COMMISSIONER OF INTERNAL REVENUE. 


35 


United States Board of Tax Appeals. Filed 

Oct. 28,1929. j 

the Court of Appeals of the District of Columbia. 

i 

-Term,-. 

i 

No. —. | 

1 

Johnson-Locke Mercantile Company, Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

! 

Notice of Filing of Petition for Review . 



(U. S. Board of Tax Appeals Docket No. 21317.) 

i 

To C. M. Charest, 

General Counsel, Bureau of Internal Revenue, j 

7 i 

Washington, D. C., 

Attorney for Respondent: 

Please take notice that on the 28th day of October, 1929, 
the undersigned will present to the United States Board of 
Tax Appeals and file with the clerk thereof a petition for 
review by the Court of Appeals of the District of Columbia 
of the final order and decision of the board rendered and 
entered on its records on April 30, 1929, in the appeal of 
the above named petitioner to said board, Docket Np. 21317, 
a copy of which petition for review is attached hereto. 

Dated at Washington, D. C., this 28th day of October, 
1929. 

GEO. E. H. GOODNER, 
Attorney for Petitioner . 

Address: Munsey Building, Washington, D. C. j 


Service of the above notice, accompanied by aj copy of 
the said petition, is hereby accepted this 28th day|of Octo¬ 
ber, 1929. | 

C. M. CHAREST, j 

General Counsel, Bureau of Internal Revenue , 

Attorney for Respondent . 
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Now, January 29, 1930, the foregoing Petition for Re¬ 
view with Notice of Filing and Proof of Service certified 
from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 

36 United States Board of Tax Appeals. Filed 

Oct. 28, 1929. 

United States Board of Tax Appeals. 

Docket No. 21317. 

Johnson-Locke •Mercantile Company, Petitioner, 


v. 

Commissioner of Internal Revenue, Respondent. 

Stipulation for Court of Review. 

It is hereby agreed and stipulated, by and between coun¬ 
sel for the respective parties, that a review of the decision 
and order of the United States Board of Tax Appeals in 
the above designated proceeding may be had before the 
Court of Appeals of the District of Columbia in accord¬ 
ance with the statutes made and provided, and regulations 
issued pursuant thereto. 

GEO. E. H. GOODNER, 

Counsel for Petitioner. 

I C. M. CHAREST, 

General Counsel , Bureau of Internal Revenue, 

Counsel for Respondent. 

Now, January 29, 1930, the foregoing Stipulation certi¬ 
fied from the record as a true copy. 

[Seal L T . S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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37 Ledger 1—6—30. j 

United States Board of Tax Appeals. Filed Jan. Ij6, 1930. 

I 

In the Court of Appeals of the District of Columbia, 

j 

-Term,-. 

i 

No. —. 

Johnson-Locke Mercantile Company, Petitioner, 


Commissioner of Internal Revenue, Respondjent. 

(U. S. Board of Tax Appeals, Docket No. 21317.) 

i 

Statement of Evidence . 

This cause came on for hearing at Washington, D. C., 
on January 10, 1929, before the Honorable C. Rogers Arun¬ 
del, Member of the United States Board of Tax Appeals. 

In addition to the Findings of Fact as promulgated in 
the Board’s decision of April 10, 1929, the follovjing evi¬ 
dence is deemed material by petitioner to the due itresenta- 
tion of the case. 

Excerpt from Deposition of William B. Curtis. 

i 

“ (Direct examination by Mr. Goodlier:) 

Q. For the purpose of the record will you state your full 
name? A. William B. Curtis. 

i 

Q. And -where do you reside? A. In Oakland, j 

Q. California? A. California. 

Q. Where is your place of business? A. Johnson-Locke 
Mercantile Company, 1 Drumm Street, San Francisco. 

Q. What is your connection with the JohnsOn-Locke 
Mercantile Company? A. I am treasurer and director. 

Q. How long have you been acting in that capacity? 
A. Since May, 1915.” 
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(By Mr. Goodner, attorney for petitioner:) 

“Q. Mr. Curtis, in rendering your 1921 income tax re¬ 
turn, did you claim any interest as a deduction? 
38 A. Yes. 

Q. Will you refer to your 1921 return and state 
how much interest was claimed as a deduction in comput¬ 
ing income? A. (Examining document.) $124,787.30. 

Q. Now, will you refer to the commissioner’s deficiency 
letter in this case, for the year 1921, and state what in¬ 
terest the Commissioner has allowed in arriving at his net 
income? A. (Examining document.) He has allowed 
$293.54. 

Q. In rendering your income tax return for 1922, did you 
claim as a deduction any interest paid on account of lia¬ 
bilities of the company ? A. Yes. 

Q. Refer to your 1922 return and state how much interest 
was claimed. A. (Examining document.) $56,703.80. 

Q. Now refer to the Commissioner’s deficiency letter 
covering 1922 and state if he allowed this interest deduc¬ 
tion or not. A. (Examining document.) No. In his re¬ 
turn he deducts the amount of interest which we had 
claimed, disallowing it. 

Q. Then the Commissioner has disallowed all of the in¬ 
terest which you claimed in 1922? A. Yes. 

Q. What was this interest, which you claimed in 1921 
and 1922, based on? . A. It was the interest on the origi¬ 
nal claim of the creditors. 

Q. That you referred to ? A. Yes. 

By Mr. O’Connell (attorney for respondent): 

Q. The orginal claim of what? A. The original claims. 
The original claims stood just as claimed in 1915. At the 
windup of the business all payments were made on in¬ 
terest.” 


Excerpt from Deposition of William R. Pentz. 

By Mr. Goodner: 

*‘Q. Mr. Pentz, I believe you testified that you made 
numerous distributions of money, as it came into your 
hands from the Johnson-Locke Mercantile Company, is 
that correct? A. Yes. 
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39 Q. Now, and you testified that each distribution 
was paid to the various creditors in proportion to 
their respective claims, did you not? A. I did. 

Q. How did you figure these distributions? Whs it on 
a percentage of the claims? You referred to them awhile 
ago as dividends. A. Yes. Well, on receipt of a certain 
amount from the Johnson-Locket Mercantile Company, the 
payments were based on the percentage of the total claims. 


In other words, his percentage of the total amouift of the 
outstanding debt. 

Q. Now, in making these various distributions ht differ¬ 
ent times, what indebtedness did you figure this jpercent- 
age on? A. Well, it finally determined to this—from that 
date, from the date of December 15, 1920, on $92|4,350.36, 
which was the amount finally determined after thej various 
adjustments and suits had been settled. 

Q. Then, did you at all times, in making this distribution, 
treat that indebtedness there as the constant fixed indebted¬ 
ness to the creditors? A. At all times after th^ adjust¬ 
ment had been made. 


Mr. Goodner: Cross-examine. 
Mr. O’Connell: No cross.” 


Said depositions of William B. Curtis and William R. 
Pentz were duly offered and received in evidence at the 
trial of the case on January 10,1929. 

Excerpt from Statement of Arthur H. Murrdy, Esq . 
(Counsel for Respondent) Made at Trial of Case January 
10, 1929. 

“Mr. Murray (attorney for respondent): I haye noth¬ 
ing further, your honor, to add to the opening statement 
of counsel for the petitioner, except to say that the item 
disallowed by Respondent in the year 1920 was interest 
deducted in the amount of $124,493.76.”* j 
40 Mr. Goodner (attorney for petitioner). For what 
year was that, Mr. Murray? 

Mr. Murray: 1921, and for the year 1922 in the alnount of 
$56,703.80, and that the respondent took the position in 
these appeals, or in this particular appeal, that th^ interest 


♦(Amount claimed $124,787.30, less Commissioner’s allowance $293.54.) 
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payment, or the alleged interest payment by petitioner 
made in 1921 and 1922 were under the contract merely a 

•e 

liquidation of an indebtedness incurred prior to these tax¬ 
able years, and therefore were not deductible regardless of 
the fact they were claimed to be interest payments under 
the contracts which have been submitted in evidence in the 
case. 

Mr. Goodner: I do not know whether I understand that 
exactly. Do you mean the amount sought to be deducted 
in 1921 and 1922 did not represent interest? 

Mr. Murray: Payments as such, but representing pay¬ 
ments on liabilities which had been created prior to 1921. 

The Member: Payments on the principal of the indebted¬ 
ness? 

Mr. Murray: Payments on the principal.” 

The foregoing is a correct statement of all material evi¬ 
dence offered upon petitioner’s assignments of error, ex¬ 
clusive of that stated in the Board’s Findings of Fact. 

GEO. E. H. GOODNER, 
Attorney for Petitioner. 

Address: Munsey Building, Washington, D. C. 

Respondent has no objection to the foregoing statement 
of evidence. 


General Counsel, Bureau of Internal Revenue, 

Attorney for Respondent. 

The foregoing is a correct statement of the evidence as 
settled by the Board this 16th day of Jan’y, 1930. 

C. ROGERS ARUNDELL, 
Member U. S. Board of Tax Appeals. 

Now, January 29, 1930, the foregoing Statement of Evi¬ 
dence certified from the record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals . 
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41 United States Board of Tax Appeals. Fil^d 

Jan. 17, 1930. 

| 

j 

In the Court of Appeals of the District of Columbia, 

-Term,-. 

j 

No. —. | 

Johnson-Locke Mercantile Company, Petitioner, 

vs. 

Commissioner of Internal Revenue, Respondent. 

(U. S. Board of Tax Appeals, Docket No. 21317.) 

Designation of Record. 

To the Clerk of the United States Board of Tax Appeals: 

| 

Will you please include in the transcript of record for the 
Clerk of the Court of Appeals of the District of Columbia 
the following: 

1. The docket entries of the proceedings before the 
Board. 

2. The pleadings before the Board, including th^t part of 

the record of the proceedings on January 10, 1929, setting 
forth amendments to paragraphs 4(a), 4(b), 5(b), 5(e), 
6(b), and 6(c), commencing at line 23 on page ^ of said 
record and extending to and including the words “Very 
well” in line 22 of page 6. j 

3. The findings of fact, opinion and decisioh of the 
Board. 

4. The Board’s Order of Redetermination entered April 

30, 1929. ! 

5. Motion to Reconsider and Revise Findings of Fact 
and Decision, and to Make Additional Findings, filed Au¬ 
gust 31, 1929. 

6. The Board’s Order denying said motion, dated October 

10, 1929. | 

7. The Petition for Review. 

8. The Stipulation for Court of Review. 
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9. Statement of evidence as settled by the Board and 
filed January 16, 1930. 

Respectfully, 

GEO. E. H. GOODNER, 

i 4 

Attorney for Petitioner. 

Address: Munsey Building, Washington, D. C. 

42 Service of the foregoing accepted this 17th day of 

Januarv, 1930. 

! C. M. CHAREST, 

General Counsel. Bureau of Internal Revenue, 

Attorney for Respondent. 

Now, January 29, 1930, the foregoing Praecipe certified 
from the Record as a true copy. 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 
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United States Board of Tax Appeals. 
Docket No. 21317. 


Johnson-Locke Mercantile Co., Petitioner, 

v. 

Commissioner of Internal Revenue, Respondent. 

Order Enlarging Time. 

Upon motion filed by counsel for the petitioner and for 
cause shown, it is 

Ordered that the time for preparation of evidence and for 
transmission and delivery of certified copies of record 
papers sur petition for review of the above entitled proceed¬ 
ing in the Court of Appeals of the District of Columbia be 
and it is herebv extended to Februarv 1, 1930. 

(Signed) LOGAN MORRIS, 

Member. 


Dated Washington, D. C., December 27, 1929. 
B. D. GAMBLE, 

Clerk U. S. Board of Tax Appeals. 


I 
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A true copy. Teste: 

[Seal U. S. Board of Tax Appeals.] 

B. D. GAMBLE, 

Clerk . 

Endorsed on cover: Board of Tax Appeals. Nb. 5136. 
Johnson-Locke Mercantile Company, appellant, vs!. David 
H. Blair, Commissioner of Internal Revenue. Court of Ap¬ 
peals, District of Columbia. Filed Jan. 31, 1930. | Henry 
W. Hodges, Clerk. 
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Johnson-Locke Mercantile Company, 

Appellant, 

V • 

Commissioner of Internal Revenue, 

Appellee. 


On Petition for Review of Decision of the United States 

Board of Tax Appeals. 


Appellant’s Brief. 


I. STATEMENT OF THE CASE. 

! 

This case is before the Court on petition for review 
of the decision of the United States Board of Tax Ap¬ 
peals. The Board promulgated its Findings of Fadt 
and Opinion on April 10, 1929 (R. 14-20), and entered 
its Order of Redetermination on April 30, 1929 (R. 
21 ). 

On August 31, 1929, appellant (petitioner below), 
filed with the Board a “ Motion to Reconsider and 
Revise its Findings and Decision and to Make Addi¬ 
tional Findings ” ( R. 21-22) which motion was accom¬ 
panied by a “ Statement of Errors Committed by tt}e 
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Board” (R. 22-29). On October 10, 1929, the Board 
entered an Order denying said Motion (R. 30). 

On October 28, 1929, petition for review was filed 

(R. 31-34). 

A complete statement of all the material facts in 
the case is contained in the said petition for review 
under the caption “Nature of Controversy” (R. 31- 
33), so that it is not deemed necessary to repeat it or 
reprint it here. 


II. FACTS. 

The facts in this case are set forth at length in the 
Board's Findings of Fact appearing on pages 14 to 19, 
inclusive, of the record, and are accepted by appellant 
so far as therein stated. In addition to the facts there 
stated the following additional facts have been proven 
and are pertinent to the case: 

On January 3, 1921, the total indebtedness of John- 
son-Locke Mercantile Company (appellant) to its 
creditors was 8924,350.36, all payments made prior to 
said date being interest payments. 

The payments made by appellant to its creditors 
between March 27, 1915, and June 15, 1922, under the 
said contracts of March 27, 1915, and January 3, 1921, 
amounted to 8415,957.66, of which amount 8234,466.56 
was paid prior to January 3, 1921, and 8181,491.10 was 
paid thereafter. 

The legal rate of interest in California is 7% (Art. 
3757, Civil Code of Calif. Stat. 1919 lxxxiii), and this 
is the rate used by the Commissioner of Internal Reve¬ 
nue in figuring the interest allowed to appellant in 
1922 as set forth in the Commissioner's deficiency letter 
(R. 6-10, item appearing at top of page 8). 
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III. ASSIGNMENTS OF ERROR. 

1. The Board erred in failing to find that petitioner 

indebtedness under the creditors' agreement of January 
3, 1921, was $924,350.36. j 

I 

2. The Board erred in failing to find and hold that 
petitioner by the agreement of January 3, 1921, obli} 
gated itself to pay interest on its indebtedness of 
$924,350.36, at the rate of 7 per centum per annum. 

3. The Board erred in failing to find and hold that 

the indebtedness fixed under the creditors’ agreement 
remained constant from January 3, 1921, to June 1^, 
1922. | 

4. The Board erred in failing to find that interesft 
payments made by petitioner to its creditors betweeh 
January 3, 1921, and June 15, 1922, amounted to 
$181,491.10. 

i 

5. The Board erred in failing to find and hold that 

petitioner is entitled to deduct $64,704.45 for interest 
accrued and payable on indebtedness in 1921. j 

6. The Board erred in failing to find and hold that 
petitioner is entitled to deduct $29,656.20 for interest 
accrued and payable on indebtedness in 1922. 

7. The Board erred in failing to allow as a deductioh 

from net income finally determined for 1922, a net 
loss of $5,962.36 sustained in 1921. ! 

i 

IV. QUESTIONS PRESENTED. j 

I 

The principal question in this case is the right 0f 
appellant to deduct from income the interest which 
accrued on its indebtedness in 1921 and up to June 15, 


j 

i 

i 

i 

i 

i 

j 

i 


i 
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1922, which indebtedness remained constant through¬ 
out said period, when appellant kept books and ren¬ 
dered income tax returns on the accrual basis. The 
Commissioner of Internal Revenue denied this right 
and disallowed all interest deducted in both years 
on said indebtedness, except the sum of S293.54, 
w'hich he allowed for 1921. 

The Board of Tax Appeals sustained the Commis¬ 
sioner. In so doing it committed errors in failing to 
find certain facts which were proven and which are 
material to a correct decision in the case and in errone¬ 
ously construing the contract of January 3, 1921. 

An auxiliary question in the case is the deduction 
of the net loss in 1921, resulting from allowance of 
proper interest charges, from the 1922 income as pro¬ 
vided by law. The Board has not denied the right 
to deduct such a loss but has held that there was no 
loss to deduct. 

The questions thus presented are so clearly compre¬ 
hended in the foregoing assignments of error that the 
assignments will be treated as the propositions to be 
argued. 


V. ARGUMENT. 

Appellant is a corporation engaged in the mercantile 
brokerage business in San Francisco, Calif., most of its 
business being done in foreign countries. In 1915, due 
to the World War, it found itself in financial difficulties. 
Its indebtedness, after some adjustments, amounted 
to S924,350.36. On March 27, 1915, it entered into 
an agreement with its creditors, whereby a trustee 
was appointed and appellant undertook to liquidate 
its indebtedness within five years. (The material 
parts of said agreement are set out in the Board’s 
Findings of Fact, pp. 15-16 of record.) Appellant 
failed to liquidate its indebtedness within the five-year 
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period and on January 3, 1921, a new agreement was 
made with its creditors. (The material parts of this 
agreement are set out in the Board’s Findings of Factj 
pp. 17-18 of record.) 

After executing this second agreement, appellant 
continued to make payments to its creditors therej 
under, until on June 15, 1922. On this date the pay 1 
ments which it had made under both contracts 
amounted to 45% of the principal indebtedness oh 
January 3, 1921, and, by the terms of the said con¬ 
tract of January 3, 1921, the said indebtedness was 
cancelled. 

Appellant kept books and rendered income tax 
returns on the accrual basis (Board’s Findings of Facty 
R. 15, first line). It claimed the right to deduct the 
interest which accrued on its indebtedness throughout 
1921 and in 1922 up to June 15. The Board held that 
appellant was entitled to deduct the interest which 
accrued, but the Board misconstrued the contract an<^ 
the law and refused to find the facts (although in 
evidence) upon which the determination could be 
made. This brings us to a consideration of the errors 
assigned. 


1 . The Board erred in Jailing to find that petitioner's in¬ 
debtedness under the creditors’ agreement of Ja/nw- 
ary 8, 1921 , was 8924,850.86. 


The Board found that appellant owed $924,350.36 
on March 27, 1915 (R. 15). 

The contract of January 3, 1921, provided in part 
as follows: 

i 

“That an amount shall be paid on the claims 
and demands of each of the undersigned creditor^ 
and on the claim and demand of Ada Johnson 


i 


i 
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(now held by Wm. R. Pentz as trustee for the 
creditors of said Ada Johnson) on or before three 
years from the date hereof, by or for the debtor, 
which amount so paid, together with all payments 
received since March 27, 1915, from the debtor 
or Ada Johnson or Wm. R. Pentz as trustee for 
either of them on said claims and demands, shall 
equal forty-five (45) per cent of the amount of 
the present principal of each of said claims and 
demands.” (R. 17.) 

“And hereby agree one with another and with 
the said debtor, upon the conditions aforesaid, 
that the full amount of said claims and demands 
of the undersigned, principal and interest, and 
the claim and demand of Ada Johnson against the 
debtor assigned to Wm. R. Pentz, trustee as afore¬ 
said for the undersigned creditors, principal and 
interest, shall be considered as paid in full and 
extinguished and discharged upon the payment 
of said 45 per cent on each of said claims and de¬ 
mands: that all payments heretofore made on said 
claims and deinands by said debtor or Ada Johnson 
or said Wm. R. Pentz as trustee for either of 
them shall be considered as having been made on 
interest and not on principal; that all future pay¬ 
ments herein provided to be made on said claims 
to make up said 45 per cent shall be paid as and 
on interest and not as principal .” (R. 18.) (Italics 

supplied.) 

There is no question of the right of appellant and 
its creditors to contract. They could agree that prior 
payments were interest payments or that they were 
payments on principal. The only logical interpreta¬ 
tion of the two paragraphs quoted above is that appel¬ 
lant and its creditors intended to agree and did agree 
that all payments made between March 27, 1915, and 
January 3, 1921 (pursuant to the first contract), were 
and should be treated as interest payments and that 
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the original indebtedness of $924,350.36 (R. 15) should 
stand as the principal sum of indebtedness after Janu¬ 
ary 3, 1921, under the new contract. No other mean¬ 
ing can be derived from the language of the contract 
and not only the language but the context and thk 
acts of the parties establish this. j 

In the first sentence of the Board’s Opinion it said: 

i 

“By the agreement of January 3, 1921, peti¬ 
tioner (appellant) admits a liability to its creditors 
in the principal sum of $924,350.36, on which It 
agrees to pay interest.” (R. 19.) 

Yet the Board denied appellant’s motion for additional 
findings, the first item of which requested this identical 
fact (R. 22-23). Why should not the Board make a 
finding of a material fact, when requested, which it 
states as a fact in its opinion? How could the Board 
make the statement in its opinion that appellant ad¬ 
mitted a liability on January 3, 1921, of $924,350.36, 
in its contract of said date, unless the Board had facts 
or construed the contract to mean that? 

It is therefore submitted that the Board erred id 
failing and refusing to find as a fact that appellant’s 
indebtedness was $924,350.36 on January 3, 192ij, 
under contract of that date. 

i 

2. The Board erred in Jailing to find and hold that peti¬ 
tioner by the agreement of January 3, 1921 , obli¬ 
gated itself to pay interest on its indebtedness 6f 
$924,350.36, at the rate of 7 per centum per annum. 

The Board held that appellant was entitled to deduct 
interest in 1921 and 1922 as it accrued; but refused 
to fix the amount upon which the accrual should be 
computed and the rate at which it should be computed. 

The Commissioner of Internal Revenue accrued at 
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7% and deducted $293.54 in 1921 (R. 8), but did not 
compute it on the correct indebtedness. 

The legal rate of interest in California in 1921 and 
1922 was 7%. See Art. 3757, Civil Code of Calif., 
Statutes 1919, lxxxiii. 

In motion for additional findings (R. 21-29) appellant 
requested the Board to find as a fact that the rate to 
be used in computing interest was 7%, but the Board 
denied said motion and refused to so find. Why 
should not the Board make such a finding, which is 
material to the computation of the correct interest 
allowance, when so requested and when there is no 
dispute between appellant and the Commissioner of 
Internal Revenue as to such rate? 

The agreement of January 3, 1921, plainly provided 
for interest on the principal sum (which is shown above 
to have been S924,350.36) but did not state the rate. 
The universal rule is that when no rate of interest is 
specified, the legal rate prevails. That the amount of 
indebtedness remained constant until June 15, 1922, 
is shown in the next point taken up. 

Therefore, it is submitted that appellant is entitled 
to accrue' interest on its indebtedness at the rate of 
7% per annum and that the Board erred in failing and 
refusing to so find. 

3. The Board erred in failing to find and hold that the 
indebtedness fixed under the creditors’ agreement 
remained constant from January 5, 1921, to June 
15, 1922 . 

The contract of January 3, 1921, provided that all 
payments theretofore made on the principal sum of 
indebtedness and all payments thereafter to be made, 
should be interest payments and that when these pay¬ 
ments aggregated 45% of such principal sum, then the 
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indebtedness should be cancelled. (See provisions of 
contract, pp. 17-18 of record.) 

The Board found as a fact that by June 15, 1922, 
this condition had been met; that is, that the tot^l 
payments amounted to 45% of the principal (R. 18). 
Since the contract provided that all payments should 
be interest payments, it follows that the principal sum 
remained constant until June 15, 1922. 

It is difficult to understand just what the Board 
had in mind when it wrote its opinion (R. 19-20) blit 
it appears that it construed the contract of January 3, 
1921, as fixing the total liability of appellant at 45% 
of the principal sum of indebtedness, which the Board 
says was $924,350.36, on January 3, 1921. The only 
way in wffiich such effect can be given to the contract 
is by anticipating the happening of a subsequent eveiit 
and this violates the well established rule of construc¬ 
tion. ! 

An unlimited provision that payments to the extent 
of 45% of the total indebtedness would effect a cancel¬ 
lation of the indebtedness, might be equivalent to an 
instant cancellation of the existing indebtedness in 
excess of 45%, if there was some sufficient considera¬ 
tion. But such is not the import of this contract of 
January 3, 1921. j 

From a consideration of the contract as a whole, jit 
must be apparent that the total indebtedness of peti¬ 
tioner on January 3, 1921, was the amount of indebted¬ 
ness on March 27, 1915 ($924,350.36); that this in¬ 
debtedness continued to exist and was to continue 
until the happening of a certain event, viz: the time 
when the total interest payments of petitioner should 
amount to 45% of such indebtedness, provided such 
event occurred within three years; that upon the hap¬ 
pening of this event within the three years, and only 





10 


then, was the indebtedness to be cancelled. Nothing 
else can be made out of the contract and the evidence 
shows that that is the way the parties construed it 
and that is the effect given to it by them. 

It must be obvious that there can not be two con¬ 
current existing liabilities pertaining to the same 
indebtedness between the same parties,—one for the 
full amount and one for part. The whole would ab¬ 
sorb the part. The Board has said in its opinion that 
petitioner, by the contract of January 3, 1921, admits 
a liability 6f S924,350.36. How can it then say that 
the liability is only 45% of such amount? The instant 
the interest payments amount to 45% of the indebted¬ 
ness, the indebtedness is cancelled in toto. Where does 
the Board get a liability of 45%? 

The situation is analogous to that in the case of a 
lease, with an option to purchase, where the rentals 
subsequently become a part of the purchase price upon 
the exercise of the option. The law is plain that the 
instrument is a lease until the option is exercised,— 
that it can not be both lease and purchase contract. 
The Board so construed such an instrument in the 
Appeal of Alameda Park Co ., 10 B. T. A. 115. (Re¬ 
manded by this Court on another point.) 

In construing such a lease agreement under the laws 
of its State, the California Court of Appeals (1906) in 
Hayden v. Consolidated Mining and Dredging Co ., 84 
Pac. 422, said: 

“The option to purchase left Oltman (lessee) free 
to act according to his will, and the mere fact that 
he might own the property at some subsequent 
time can not prejudice the right of the present 
owner to recover for a tort resulting in lasting 
injury to realty which she now holds and he may 
never acquire.” 
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Obviously, the creditors did not reduce their claims 
by the contract of January 3, 1921. What they did 
was to extend the time of payment of the full amount £ 
to three years thereafter and agree that, when interest 
payments on such claims equaled 45 per cent of same, 
then the claims would be cancelled in toto. 

The rights and liabilities of both debtor and creditors 
were, of course, set out and fixed in the contract of 
January 3, 1921. The intent thereof seems to be cleajr 
that the original indebtedness of §924,350.36 should 
stand and remain constant until the aggregate pay¬ 
ments of interest equaled 45% of such indebtedness 
If, however, there is any ambiguity in the languag^, 
then the Court must look to the construction placed 
thereon by the acts of the parties themselves. 

Mr. William B. Curtis, treasurer and director of 
appellant since May, 1915, testified as follows (R. 38]: 

j 

‘'Question (by Mr. Goodner, attorney for peti¬ 
tioner). What was this interest, which you 
claimed in 1921 and 1922, based on? 

A. It was the interest on the original claim Of 
the creditors. 

Q. That you referred to? 

A. Yes. 

Q. (By Mr. O’Connell, attorney for respondent). 
The original claim of what? 

A. The original claims. The original claims 
stood just as claimed in 1915. At the wind up of 
the business all payments were made on interest:” 

Mr. William R. Pentz, trustee for appellant’s credi¬ 
tors under both the contract of March 27, 1915, arid 
January 3, 1921, testified as follows (R. 39): 

j 

“Question (by Mr. Goodner, attorney for peti¬ 
tioner). Now, in making these various distribti- 


i 
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tions at different times, what indebtedness did you 
figure this percentage on? 

A. Well, it finally determined to this—from that 
date, from the date of December 15, 1920, on 
8924,350.36, which was the amount finally deter¬ 
mined after the various adjustments and suits 
had been settled. 

Q. Then, did you at all times, in making this 
distribution, treat that indebtedness there as the 
constant fixed indebtedness to the creditors? 

A. At all times after the adjustment had been 
made.” 

The contract of January 3, 1921, clearly provided 
that the original indebtedness (of 8924,350.36) should 
stand and remain constant until the happening of a 
subsequent event and it has been shown that this was 
the way it was carried out by the interested parties. 
It has been shown that the Board’s interpretation 
places a dual construction on the contract,—the 
indebtedness is 100% and at the same time only 45%,— 
an enigma not sanctioned in law. 

Therefore, it is submitted that the Board erred in 
failing and refusing to find and hold that the indebted¬ 
ness, fixed under the creditors’ agreement at 
8924,350.36, remained constant from January 3, 
1921, to June 15, 1922. 

4. The Board erred in failing to find that interest pay¬ 
ments made by petitioner to its creditors between 
January 8, 1921, and June 15, 1922, amounted 
to 8181,491.10. 

In its opinion the Board states that petitioner has 
refrained from giving the amount paid subsequent to 
January 3, 1921, and that it is not advised of such 
amount, nor of the amount paid prior to said date 
which would be sufficient to make up the 45%. 
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In “statement of errors” accompanying “motion 
to reconsider and revise findings and to make addi¬ 
tional findings” filed with the Board (R. 21), appellant 
set forth the Board’s failure to find the amount paid 
between January 3, 1921, and June 15, 1922, as tpe 
third error committed by the Board and therewith 
reproduced the testimony on which its contention wis 
based (R. 24-26). The same testimony is incorpor¬ 
ated in the “Statement of Evidence” (R. 37-40). ! 

Reference to this testimony discloses that Mjr. 
William B. Curtis, treasurer and director of appellant 
since May, 1915, testified that appellant took interest 
deductions of $124,787.30 in its 1921 return and pf 
$56,703.80 in its 1922 return, total $181,491.10; and 
that Mr. Murray, attorney for the Commissioner, 
admitted at the trial before the Board, that these 
deductions which the Commissioner had disallowed 
were the payments made by appellant to its creditors 
in 1921 and up to June 15, 1922. 

In view of the aforesaid testimony which is undis¬ 
puted, and the admission of the Commissioner’s coun¬ 
sel, how can the Board refuse to find that the interest 
payments made by appellant to its creditors between 
January 3, 1921, and June 15, 1922, amounted io 
$181,491.10? | 

[Note. —This argument is not offered to prove t|ie 
proper interest deductions, because they should be 
determined by the interest which accrued (hereinafter 
shown) and not what was paid, but to show the fallacy 
of the Board’s position, when it says that appellant 
refrained from giving the payments made in 1921 and 
1922, and those prior to January 3, 1921, whereby!it 
could determine the interest deduction. Since tjhe 
total payments amounted to 45% of $924,350.36, lor 
$415,957.66, and $181,491.10 of this amount was p^id 
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after January 3, 1921, the difference, or 8234,466.56, 
must have been paid before. Thus all of the factors 
are in evidence which the Board, as a reason for not 
computing the interest, said were not there.] 

5 . The Bodrd erred in failing to find and hold that peti¬ 
tioner is entitled to deduct 864,704-4-5 for interest 
accrued and payable on indebtedness in 1921. 

Appellant’s indebtedness on January 1, 1921, and 
on January 3, 1921, was 8924,350.36 and this amount 
remained constant throughout the year, as heretofore 
shown. Appellant kept books and rendered tax re¬ 
turns on the accrual basis as heretofore showm. There¬ 
fore appellant is entitled to deduct the interest which 
accrued on this indebtedness in 1921. 

It has been shown that the legal rate of interest in 
California was 7% and that the Commissioner of In¬ 
ternal Revenue computed the interest which he did 
allow at the rate. The Board failed and refused to 
make a finding or holding as to the rate of interest, 
although it did hold that appellant was entitled to 
deduct the interest which accrued on its indebtedness. 

It therefore follows that appellant is entitled to 
deduct as accrued interest in 1921 7% of 8924,350.36, 
or 864,704.45. Since the Commissioner allowed 
8293.54, there should be allowed an additional deduc¬ 
tion of 864,410.91, as claimed in the amended petition 
before the Board (R. 10-11). 

While the Board’s position is quite vague, it seems 
to hold that, since under the contract each payment 
brings appellant nearer to the 45% goal where the 
total indebtedness will be wiped out, it is not entitled 
to interest on the full amount. The proposition of 
construing a contract in the light of a condition prece¬ 
dent has been discussed above and need not be taken 
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up again here. But even if any merit should be at¬ 
tached to the Board’s position in that regard, it mu$t 
be remembered that at the end of 1921 nothing had 
happened to work a reduction of the principal amount 
of indebtedness. When appellant’s 1921 return w^s 
filed there was no way of knowing that subsequent 
payments would, on June 15, 1922, effect a cancella¬ 
tion of its indebtedness. It owed just as much at the 
end of the year as at the beginning. It had paid 
interest during the year. Tax returns are for a 12- 
month period. The Board says that if appellant hajd 
been on the cash receipts and disbursements basis, it 
could have deducted the interest paid of $124,787.30. 
Then why is it not, when on the accrual basis, entitled 
to deduct the interest accrued? 

Therefore, it is submitted that the Board erred in 
failing and refusing to find and hold that appellant is 
entitled to an additional deduction of $64,410.91 on 
account of interest accrued in 1921. 

6. The Board erred in failing to find and hold that peti¬ 
tioner is entitled to deduct 829,656,20 for interest 
accrued and payable on indebtedness in 1922 .! 

i 

Appellant’s indebtedness of $924,350.36 remained 
constant from January 1, 1922, to June 15, 1922, when 
it was cancelled by the happening of the condition spt 
forth in the contract of January 3, 1921. 

As long as this indebtedness continued, interest was 
accruing on it at 7% per annum as shown abovb. 
Appellant even paid interest on the very day that the 
debt was cancelled. The Board says (which is cor¬ 
rect) that, if appellant had been on the cash receipts 
and disbursements basis, it could deduct the interest 
paid between January 1, and June 15, 1922, pf 
$56,703.80. Since it was on the accrual basis arid 
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interest was accruing as long as the indebtedness stood, 
why should it not be permitted to deduct the interest 
of $29,656.20 which accrued? One or the other alter¬ 
native is certainly allowable. 

The Board in its opinion says that it does “not 
believe that the accrual system contemplates or that 
the law permits such a deduction,” although Section 
234 (a) (2) of the Revenue Act of 1921 permits cor¬ 
porations to deduct from income 

“All interest paid or accrued within the taxable 
year on its indebtedness.” 

This has been construed to mean the interest “paid” 
when on the cash receipts and disbursements basis and 
the interest “accrued” when on the accrual basis. 

The Board’s predicament is due to the fact that 
it has misconstrued the contract. It has assumed that 
a condition precedent stated in a contract can be 
given effect before it happens. But even this does 
not clarify the Board’s position. The Board im¬ 
plies that the contract of January 3, 1921, reduced 
appellant’s indebtedness to 45% of the total. But 
what would have been the result if the total payments 
within three years from that date, with those made 
previously, had not amounted to 45% of the whole? 
Would the Board then say that the indebtedness was 
45% or 100%? Or that it jumped back to 100% 
from the 45%? 

The plain answer is that a condition precedent in a 
contract has no effect until the condition is complied 
with. Jones v. U. S-, 96 U. S. 24; 24 U. S. (L. Ed.) 
644. New Orleans v. Texas & P. R. Co ., 171 U. S. 
312; 18 S. Ct. 875; 43 U. S. (L. Ed.) 178. 

The question might be raised that, since the indebted¬ 
ness was extinguished within the year 1922, no interest 
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could accrue within that year for tax purposes. Tile 
answer to this is that it matters not how the debt is 
extinguished. The result would be the same whether 
the debt be paid or forgiven. j 

Therefore, it is submitted that the Board erred in 
failing and refusing to find and hold that appellant is 
entitled to a deduction in 1922 of $29,656.20 on account 
of interest accrued on its indebtedness in that year. | 


/ 


7. The Board erred in failing to allow as a deduction 
from net income finally determined for 1922, a net 
loss of 85,962.36 sustained in 1921. 

i 

If appellant is sustained in its contention that the 
interest which accrued on its indebtedness in 1921 is 
allowable as a deduction from income, the result w^ll 
be a net loss for the year of $5,962.36. Sec. 204(b) qf 
the Revenue Act of 1921 provides as follows: 

| 

“If for any taxable year beginning after De¬ 
cember 31, 1920, it appears upon production pf 
evidence satisfactory to the Commissioner that 
any taxpayer has sustained a net loss, the amount 
thereof shall be deducted from the net income 
of the taxpayer for the succeeding taxable year.” 


It therefore follows that appellant’s net loss for 19^1 
should be allowed as a deduction in 1922. 

j 

VI. CONCLUSION. 

i 

With a proper finding of the facts, which are in evi¬ 
dence, as set forth above, the principal question in th|is 
case is whether appellant can deduct from income in 
1921 and 1922 the interest which accrued on its in¬ 
debtedness in those years. 

It has been shown what the indebtedness was arid 
that it remained constant throughout the period until 


i 

i 


I 
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June 15, 1922, when the precedent condition stated in 
the contract of January 3, 1921, happened or came 
to pass. Then and only then was appellant’s indebted¬ 
ness cancelled and only then did interest cease to 
accrue under the contract and the law. 

The fact that the total indebtedness was forgiven 
makes no difference as to the accruing of interest. 
Furthermore it makes no difference whether the total 
interest paid exceeded or was less than the total interest 
which accrued, but as a matter of information the 
amount accrued between March, 1915, and June 15, 
1922, at 7% would exceed by a small amount the 
interest paid, which w*as 45% of the principal. For¬ 
given interest liability would be in no different class 
from forgiven principal liability. 

Wherefore, it is respectfully submitted that this 
Honorable Court should reverse the holding of the 
Board of Tax Appeals and grant appellant the right 
to deduct the interest w r hich accrued on its indebted¬ 
ness in 1921 and 1922 and, further, grant it the right 
to deduct the resulting net loss of 1921 from 1922 net 
income. 

Geo. E. H. Goodner, 
Munsey Building, 
Washington, D. C., 
Attorney for Appellant. 

George R. Jackson, 

Of Counsel. 
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In the Court of Appeals of the District 

of Columbia 

October Term, 1930 

i 

No. 5136 

Johnson Locke Mercantile Company, app ellan t 

v. 

Commissioner op Internal Revenue, appellee 

i 

i 

- I 

i 

i 

APPEAL FROM THE BOARD OF TAX APPEALS 


BRIEF FOR APPELLEE 


PREVIOUS OPINION 

j 

The only previous opinion is that of the Board of 
Tax Appeals (R. 14^-20) which is reported in 15 
B. T. A. 1314. I 

i 

JURISDICTION 

I 

The appeal in this case involves corporation in¬ 
come and profits taxes for the years 1921 and 1922, 
and is taken from an order of redetermination of 
the Board of Tax Appeals entered April 30, 19&9. 
(R. 21.) The case is brought to this court by peti¬ 
tion for review filed October 28,1929 (R. 36), pur¬ 
suant to Sections 1001, 1002, and 1003 of the Rev¬ 
enue Act of 1926, c. 27,44 Stat. 9,109,110. j 
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QUESTION PRESENTED 

Under an agreement among the creditors of the 
appellant and the appellee, that the total sum of the 
principal and interest owed the creditors by the 
appellant would be considered as paid in full and 
extinguished and discharged upon the payment of 
an amount within a period of three years, which, 
when added to the payments theretofore made, 
would amount to 45 per cent of the indebtedness^ 
does any part of the amount to be paid constitute 
accrued interest? 

STATUTES AND REGULATIONS INVOLVED 

Revenue Act of 1921, c. 136, 42 Stat. 227: 

Sec. 230. That * * * there shall be 
levied, collected, and paid for each taxable 
year upon the net income of every corpo¬ 
ration a tax * * *, 

Sec. 232. That in the case of a corporation 
subject to the tax imposed by section 230 the 
term “net income” means the gross income 
as defined in section 233 less the deductions 
‘ allowed by section 234, and the net income 
shall be computed on the same basis as 
is provided in subdivision (b) of section 
; 212 * * * 

Sec. 233. (a) That in the case of a corpo¬ 
ration subject to the tax imposed by section 
230 the term ‘ ‘ gross income ’ 9 means the gross 
income as defined in sections 213 * * *. 

Sec. 234. (a) That in computing the net 
f income of a corporation subject to the tax 
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i 

i 

i 

imposed by section 230 there shall be allowed 
as deductions: 

* * * * * 

i 

(2) All interest paid or accrued within the 
taxable year on its indebtedness, * * *. 

Sec. 200. That when used in this title— j 
* * * * * 

(4) The term “paid,” for the purposes 
of the deductions and credits under this 
title, means “paid or accrued” or “paid or 
incurred,” and the terms “paid or incurred” 
and “paid or accrued” shall be construed 
according to the method of accounting upon 
the basis of which the net income is com¬ 
puted under section 212; * * * | 

Sec. 212. (b) The net income shall be 
computed upon the basis of the taxpayer’s 
annual accounting period (fiscal year or 
calendar year, as the case may be) in accord¬ 
ance with the method of accounting regu¬ 
larly employed in keeping the books of suth 
taxpayer; but if no such method of account¬ 
ing has been so employed, or if the method 
employed does not clearly reflect the income, 
the computation shall be made upon such 
basis and in such manner as in the opinion 
of the Commissioner does clearly reflect the 
income. * * * 

i 

Regulations 62, promulgated under the Revenue 

Act of 1921: ! 

- ; | 

Abt. 23. Basis of computation .—(1) Ap¬ 
proved standard methods of accounting 
will ordinarily be regarded as clearly re- 
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fleeting income. A method of accounting 
will not, however, be regarded as clearly re¬ 
flecting income unless all items of gross in¬ 
come and all deductions are treated with 
reasonable consistency. See section 200 of 
the statute for definitions of “paid,” “paid 
or accrued,” and “paid or incurred.” All 
items of gross income shall be included in 
the gross income for the taxable year in 
which they are received by the taxpayer, 
and deductions taken accordingly, unless in 
order clearly to reflect income such amounts 
are to be properly accounted for as of a 
different period. * * * 

Art. 121. Interest .—Interest paid or ac¬ 
crued within the year on indebtedness may 
be deducted from gross income, * * * 
Art. 1533. * * * “ Paid ” is to be con¬ 
strued in each instance in the light of the 
method used in computing net income, 
wheter on an accrual or a receipts 
basis. * * * 

STATEMENT OF FACTS 

The Board of Tax Appeals made the following 
findings of fact (B. 14-19): 

The petitioner is a California corporation with 
principal offices at San Francisco. During the 
years 1921 and 1922 it kept its books and made its 
returns on the accrual basis. 

On March 27, 1915, when the petitioner was in 
financial difficulties and some of its creditors were 
demanding payment of their claims, the petitioner 
entered into a written agreement with its creditors, 
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whose claims aggregated $924,350.36, and Wm. R. 
Pentz, as trustee, for the liquidation of the indebt¬ 
edness. The pertinent provisions of the instrument 
read as follows: 

First. That the said debtor shall within &0 

i 

days from this date cause to be delivered to 
Wm. R. Pentz, who is hereinafter called the 
trustee, the whole of its capital stock, save 
and except five (5) shares thereof which shhll 
be and remain one (1)'share in the name qf 
each of its directors, and shall cause to be 
vested in said trustee for the purposes of this 
agreement full and complete title to sajid 
stock so delivered with all powers incident 
thereto; ! 

Second. That the said trustee shall have 
the power to nominate, and from time (to 
time to substitute by writing addressed to the 
Board of Directors of the debtor, a person 
who shall be elected treasurer of said debtor, 
and who shall receive and control all of the 
funds received by said debtor from whatever 
source derived, and shall disburse such |of 
said funds as may be necessary to safely and 
economically conduct and carry on said busi¬ 
ness and shall turn over and deliver to said 
trustee the remainder of said funds, which 
shall from time to time, and whenever there 
is sufficient in his hands for that purpose, be 
by said trustee distributed pro rata amojng 
the undersigned creditors; j 

* * * * * | 

Fifth. That the full amount of the claijns 
and demands of the undersigned creditors as 


6 


hereinbelow placed opposite their respective 
names shall be paid on or before five (5) 
years from the date hereof; 

Sixth. That each and all of said acts and 
payments shall be done and made promptly 
at maturity, and so to this condition, time is 
hereby made of the essence of this agreement, 
so that in case of default or miscarriage re¬ 
garding said acts and payments the whole 
of said original indebtedness, together with 
interest thereon, is hereby renewed and re¬ 
vived, save and except such portion thereof 
as may have been heretofore received thereon 
from said trustee, as hereinbefore set forth: 

“Hereby agree one with another and with 
the said debtor upon the conditions afore¬ 
said, to waive, any and all claim for interest 
now due or to become due upon their several 
claims and demands, and to extend, and they 
do hereby extend, for a period of five (5) 
years from the date hereof, the time of pay¬ 
ment of the principal thereof, being the 
amounts hereunto set opposite their respec¬ 
tive names, provided, however, that they 
shall receive and credit upon said principal 
such amounts as may be disbursed to them 
by said trustee, as herein above set forth. 
But in case of a breach of any of said condi¬ 
tions then these presents shall be void and of 
no effect, except as an acknowledgment and . 
renewal of said original claims and demands, 
and interest thereon, sufficient to prevent the 
bar of any statute of limitations of the State 
of California, and which statute and the 


pleading thereof as a defense to the recovery 
of any of said claims or demands is hereby 
expressly and irrevocably waived by qaid 
debtor, it being the intention of this agree¬ 
ment to suspend the operation of such stat¬ 
ute of limitations while this agreement re¬ 
mains in force. ” 

At the time the agreement was entered into, 
Ada Johnson, a stockholder of petitioner and one 
of its creditors in the amount of $139,969.40, was 
liable for the payment of a portion of the claims of 
petitioner’s creditors. By the terms of an agree¬ 
ment dated March 27,1915, between Ada Johnson, 
Wm. R. Pentz and petitioner’s creditors, the for¬ 
mer, in consideration of the discharge of her lia¬ 
bility under the claims, agreed to assign all of her 
property, including her claim against petitioner, 
less certain exemptions, to Wm. R. Pentz, in triist, 
with power, among others, to collect the revenue 
therefrom and convert the property into money and 
distribute the net proceeds ratably among peti¬ 
tioner’s creditors in liquidation of their claims 
against the petitioner. j 

The claims of the creditors were not liquidated 
in full within the five-year period provided foi in 
the agreement, and as a consequence, the partied to 
the instrument entered into a further agreement on 

i 

January 3,1921, the pertinent provisions of which 

are: j 

That the said trustee shall have the power 
to nominate, and from time to time to sub- 

12849—30—2 
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stitute by writing addressed to the Board of 
Directors of the debtor, a person who shall 
be elected treasurer of said debtor, and who 
shall receive and control all of the funds 
received by said debtor from whatever source 
derived, and shall disburse such of said funds 
as may be necessary to safely and econom¬ 
ically conduct and carry on said business 
and shall turn over and deliver to said 
trustee the remainder of said funds, which 
shall from time to time, and whenever there 
is sufficient in his hands for that purpose, 
be by said trustee, distributed pro rata 
among the undersigned creditors and Vm. 
R. Pentz, trustee for the creditors of Ada 
Johnson under a certain indenture entered 
into between the undersigned creditors and 
said Ada Johnson on March 27th, 1915; 

That an amount shall be paid on the claims 
and demands of each of the undersigned 
creditors and on the claim and demand of 
Ada Johnson (now held by Wm. R. Pentz 
as trustee for the creditors of said Ada John¬ 
son) on or before three years from the date 
hereof, by or for the debtor, which amount so 
paid, together with all payments received 
since March 27th, 1915, from the debtor or 
Ada Johnson or Wm. R. Pentz as trustee for 
either of them on said claims and demands, 
shall equal forty-five (45) per cent, of the 
amount of the present principal of each of 
said claims and demands. 

That each and all of said acts and pay¬ 
ments shall be done and made promptly, at 
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maturity, and as to this condition, time!is 
hereby made of the essence of this agreement, 
so that in case of default or miscarriage re¬ 
garding said acts and payments the whole!of 
said principal indebtedness, together with in¬ 
terest thereon, is hereby renewed and re¬ 
vived, save and except such portion thereof 
as may have been theretofore received there¬ 
on from said trustee, as hereinabove Set 
forth; 

Hereby agree one with another and with 
the said debtor upon the conditions afore¬ 
said, to extend, and they do hereby extend, 
for a period of three years from the date 
hereof, the time of payment of the principal 
and interest upon their several claims and 
demands. But in case of a breach of any of 
said conditions then these presents shall be 
void and of no effect, except as an acknowl¬ 
edgment and renewal of said original 
claims and demands, and interest thereon, 
sufficient to prevent the bar of any statute! of 
limitations of the State of California, and 
which statute and the pleading thereof as 
a defense to the recovery of any of said 
claims and demands is hereby expressly and 
irrevocably waived by said debtor, it being 
the intention of the agreement to suspend 
the operation of such statute of limitations 
while this agreement remains in force; j 

And hereby agree one with another and 
with the said debtor, upon the conditions 
aforesaid that the full amount of said claims 
and demands of the undersigned, principal 


i 





I 

and interest, and the claim and demand of 
Ada Johnson against the debtor assigned to 
Vm. R. Pentz, trustee as aforesaid for the 
undersigned creditors, principal and inter¬ 
est, shall be considered as paid in full and 
extinguished and discharged upon the pay¬ 
ment of said 45 per cent on each of said 
claims and demands; that all payments here¬ 
tofore made on said claims and demands 
by said debtor or Ada Johnson or said Wm. 
R. Pentz as trustee for either of them shall 
be considered as having been made on inter¬ 
est and not on principal; that all future 
payments herein provided to be made on 
said claims to make up said 45 per cent 
shall be paid as and on interest and not as 
principal. 

By June 15,1922, there had been paid to Wm. R. 
Pentz as trustee, and he had distributed to the 
creditors, pursuant to the terms of the agreement 
of January 3,1921, and the agreement between Ada 
Johnson and the creditors, amounts equivalent to 
45 per cent of the principal amount of the indebted¬ 
ness on January 3,1921. 

In its returns for the years 1921 and 1922 peti¬ 
tioner claimed the respective sums of $124,787.30 
and $56,703.80 as deductions for interest on the full 
amount of the claims of its creditors. The respond¬ 
ent disallowed all of the deductions with the excep¬ 
tion of $293.54 for the year 1921. 

For the year 1922 the petitioner claimed as a de¬ 
duction from net income an alleged net loss for the 
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I 

year 1921. The respondent disallowed the claim 
in full in view of the fact that his adjustments for 
the year 1921 resulted in net income instead of a 
net loss. 

During the year 1924 the petitioner, pursuant to 
a policy established in December, 1923, paid its em¬ 
ployees a total of $2,026.10 as additional compensa¬ 
tion for services rendered. The amount paid each 
employee was based upon a small percentage of his 
salary. The sum paid was not claimed as a deduc¬ 
tion from gross income in the return filed by peti¬ 
tioner for the year 1924. The amount paid each 
employee was, however, reported to the respondent 
on form number 1096 or number 1099 as additional 
compensation paid to its employees. | 

The determination of the Commissioner that the 
payments totaling 45 per cent was a composition 
agreement with creditors and not interest payments 
as claimed by appellant was affirmed by the Board 
of Tax Appeals, and appellant seeks review in this 
court. 

SUMMARY OP ARGUMENT 

No part of the payments made during the taxable 

i 

period for the purpose of discharging and extin¬ 
guishing the appellant’s principal indebtedness 
may be deducted as interest accrued, unless such 
part actually was a payment on the account of in¬ 
terest on the indebtedness. Whether or not such 
payments when made pursuant to the terms of a 

written agreement are interest payments depends 

| 

i 

I 

i 

| 

i 



12 


upon the intention of the parties at the time the 
agreement was made. 

In construing a written agreement the intention 
of the parties concerned at the time must control 
its meaning. All parts of the agreement must be 
considered and construed together, and the agree¬ 
ment as a whole given such construction as the 
parties intended it to have, and such, if possible, 
that will harmonize all its terms. 

In agreement with respect to the payment of 
interest which is capable of two constructions; (1) 
a usurious construction, and (2) a legal construc¬ 
tion, the latter will be adopted. The courts will not 
give an agreement a void or unlawful construction 
when a valid and legal construction is possible, un¬ 
less the language is such as to clearly show that the 
parties intended to attempt to enter into an un¬ 
lawful undertaking. The evidence in this case does 
not disclose any such intent. 

The action of the Commissioner of Internal Reve¬ 
nue in asserting a deficiency in tax is prima facie 
correct. The burden rests upon the appellant to 
show that such action was erroneous and to estab¬ 
lish from the evidence the correct amount of tax 
which it is to pay. On a proceeding to review the 
Appellate Courts will not disturb the findings of 
fact made by the Board of Tax Appeals if the find¬ 
ings of fact are supported substantially. 



ARGUMENT 


Payments made during: the taxable period in question on 
the indebtedness of the appellant may not be deducted 
from ilu gross income in determining the net income, 
unless such payments constituted interest on the 
appellant's indebtedness 

i 

The appellant must establish that a portion! of 

i 

the payments made by it during the years 1921 and 
1922 in extinguishing and discharging its indebt- 

i 

edness was interest which accrued for those ye^rs. 

i 

The appellant insists that a portion of such pay¬ 
ments equaling the legal interest on its indebted¬ 
ness was accrued interest. The appellee maintains 
that the total amount of such payments was made 
on the principal of the appellant’s indebtedness ^ud 
is therefore not deductible. The evidence clearly 
supports the contention of the appellee. 

The construction to be given the agreement en¬ 
tered into between the creditors of the appellant 
and the appellant determines whether or not any 
portion of such payments constituted interest. A 
careful consideration of the second quoted para¬ 
graph of the agreement (R. 17) convinces that it 
was not intended that any part of the payment! of 
45 per cent of the claims and demands against the 
appellant should be interest. This part of the 
agreement controls the payments to be made upon 
the claims and demands. It provides in substance 
that some amount should be paid within three years 
from the date of the agreement “on the claims 
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and demands” of each creditor, which when added 
to “all payments received since March 27, 1915, 
* * * on said claims and demands” amounts to 
45 per cent of the “present principal of each of said 
claims and demands.” This language can not be 
construed so as to make any part of the payments 
referred to anything else but a payment on the prin¬ 
cipal of the claims and demands. 

The third quoted paragraph of the agreement 
makes the first mention of interest. It states that 
“in case of default or miscarriage regarding said 
acts and payments the whole of said principal in¬ 
debtedness, together with interest thereon, is hereby 
renewed and revived.” (Italics ours.) The use 
of the term “interest” in this paragraph of the 
agreement supports the appellee’s contention that 
it was not intended that the term “claims and de¬ 
mands” as used in the preceding pragraph should 
include the term “interest.” It is considered very 
significant to note that “interest” is referred to 
throughout the agreement only in connection with 
reference to default and miscarriage or breach of 
the conditions of the agreement. 

The appellant insists that the language used in 
the fifth quoted paragraph of the agreement (R. 18) 
determines that the total amount of the 45 per cent 
payments is interest. The language referred to 
states: 

* * * that all payments heretofore made 
on said claims and demands * * * shall 
be considered as having been made on inter- 
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est and not on principal; that all future pay¬ 
ments herein provided to be made on said 
claims to make up said 45 per cent shall be 
paid as and on interest and not as principal. 
(Italics ours.) 

i 

The language quoted does not attempt to define 
the prior payments as interest payments but simply 
states that in the settlement of the affairs of the 
creditors and the appellant, they shall be consid¬ 
ered as having been made on interest. It is sub¬ 
mitted that the language with respect to future pay¬ 
ments does not mean such payments shall be interest 
payments, except in the event the appellant should 
make default in the payments or fail to carry out 
the conditions of the agreement. Should such de¬ 
fault or failure occur then all payments made were . 
to be considered interest payments. j 

The agreement makes no reference to interest ex¬ 
cept in connection with default or miscarriage! or 
breach of the conditions of the agreement by the 
appellant. The language relied on by it to make the 
payments in question interest, occurs in that portion 
of the agreement which refers to default in the 
payment of the amount and the relations of the 
parties in the event of a breach of the conditions of 
the agreement. The sentence begins with these 
words (R. 16) : “But in case of a breach of an^ of 
said conditions then these payments shall be Void 
and of no effect * * It is submitted that the 
parties intended by this agreement that the pay¬ 
ments in question should not be considered as infer- 
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est payments on the indebtedness of the appellant, 
unless it should fail to pay an amount within three 
years, which when added to the payments there¬ 
tofore made would equal 45 per cent of the 
indebtedness. 

The appellee’s construction is supported by a 
reference to the agreement entered into Mareh 27, 
1915. By this agreement it was stipulated that 
the total indebtedness of the appellant should be 
paid within a period of five years without interest. 
A failure to make the total payment within that 
period revived the indebtedness except that portion 
of it which had been paid. It also revived the 
interest. The last-quoted paragraph of the agree¬ 
ment provides (R. 16) “that they (the creditors) 
shall receive and credit upon said principal such 
amounts as may be disbursed to them by said trus¬ 
tee, as hereinabove set forth.” Under this provi¬ 
sion there can be no doubt but that any payments 
received uhder this agreement were payments on 
the principal. The agreement of January 3, 1921, 
which provides that future payments should be 
added to the payments made in pursuance of the 
1915 contract to bring the total amount to 45 per 
cent does not change the character of the payments 
made under the former agreement. The addition 
of the future payments to the prior payments for 
the purpose of discharging the principal of the 
indebtedness strengthens the contention that the 
parties intended the payments should be of the 
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same character, and were to be made on the prin¬ 
cipal of the claims and demands- in the event the 
combined total amounted to 45 per eent within ihe 
three-year period, under the contract of January 
3, 1921. The prior payments were to be treated 
as interest payments and the future payments were 
to be applied on interest only in the event of the 
failure of the appellant to make sufficient pay¬ 
ments in the future to amount to 45 per cent when 
added to the prior payments. 

Furthermore, the construction of the January 
3, 1921, agreement as claimed by counsel for the 
appellant would make possible a probable violation 
of the interest laws of the State of California. 
Section 1, Title 260, Act 1675, Deering’s Consoli¬ 
dated Supplement 1917-1921, Codes and General 
Laws, of California (see appendix A) places [the- 
rate of interest at 7 per cent per annum, except 
where the parties stipulate in writing for a higher 
rate not exceeding 12 per cent per annum, which 
higher rate “shall be clearly expressed.” Since 
the contract in question contains no written stipu¬ 
lation of a rate of interest higher than 7 per cent 
the interest applicable in the instant case is 7 jper 
cent per annum. 

The agreement of January 3, 1921, stipulates 
that the 45 per cent shall have been paid “on or 
before three years from the date hereof.” Under 
this agreement the creditors were required to ac¬ 
cept the total payments up to 45 per cent of the 
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indebtedness on any date subsequent to January 
3, 1921, and prior to January 3, 1924. The pay¬ 
ment of this amount prior to September 1, 1921, 
would have been in excess of 7 per cent per annum 
on the principal indebtedness of $924,350.36. The 
law does not sanction the construction of any agree¬ 
ment which violates the interest statute, if such 
agreement is capable of a construction which does 
not violate such statute. Coley v. Wolcott, 284 
Pac. 241, 244, (Calif.). Section 2 of the above 
statute (appendix A) makes any agreement or con¬ 
tract of whatever nature it may be to pay interest 
inj excess of the rate prescribed null and void. 
Where the contract is unambiguous and subject to 
first, an illegal or invalid interpretation, and sec¬ 
ond, a legal or valid interpretation, the courts will 
adopt the latter. United States v. Central Pacific 
B . R. Co., 118 U. S. 235; Hobbs v. McLean, 117 
U. S. 567; Jackman v. Continental Nat. Bank, 16 F. 
(2d) 728 (C. C. A. 8th); United States v. Board, 
14 F. (2d) 459 (W. D. Kentucky). 

The interest statutes of California also provide 
that every person, company or association or cor¬ 
poration who shall have paid a greater sum or value 
as interest than the law allows may recover by an 
action at law instituted within one year after such 
payment trebled the amount so paid. Section 3, 
Act 1675 (appendix A). If the construction of the 
contract by the appellant be the proper one, it could 
have paid the amount agreed upon any time prior 
to September 1,1921, and then have sued within one 
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year from the date of payment and recovered treble 
the amount paid. This is true calculating that all 
the debts of the appellant bore interest from March 
27, 1915, and none of them were barred by the 
statute of limitations January 3, 1921. It is ap¬ 
parent that the creditors of the appellant would hot 
have made a contract by the terms of which the ap¬ 
pellant could under any circumstances have jiaid 

i 

the amount agreed upon and then have brought suit 
and recovered treble the amount paid and at the 

i 

same time discharged its entire indebtedness. 

Moreover, Section 3, Act 1675 (appendix 14), 
makes the violation of Section 1 of that Aqt a 
criminal offense. Section 1 makes the rate of inter¬ 
est under the contract in this case 7 per cent, since 
a higher rate not in excess of 12 per cent per annum 
was not clearly expressed in writing. If the agree¬ 
ment is to be construed as the appellant insists, 
making possible the payment of a stipulated 
amount as interest which exceeds 7 per cent per 
annum the payment of such an amount would vio¬ 
late Section 1 and make the creditors, as well as the 
appellant, guilty of a criminal offense. Certainly 
the creditors never intended to place themselves in 
a position under the contract of January 3, 1921,. 
whereby the appellant could tender the full amount 
of the 45 per cent before September 1, 1921, and 
thereby force the creditors to violate the criminal 
laws of California, or breach the conditions of their 
contract by declining to accept the payment. Such 

i 

a construction of the contract in this case would be 

i 

! 

i 

i 
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unreasonable and contrary to the intention of the 
parties and should not be sanctioned by this court. 

The reasonable and logical construction of the 
agreement in question is that construction given it 
by the appellee to the effect that the payments in 
question if made in accordance with the terms of 
the agreement were payments on an amount equal 
to 45 per cent of the principal of the indebtedness 
of the appellant; that in the event the payments 
should not be made within the time limit prescribed 
in the agreement, they should then be considered as 
payments on interest, and in event of default the 
original amount of the debt should be reinstated and 
such payments as made credited to accrued inter¬ 
est. Inasmuch as the appellant complied with the 
conditions of the agreement and made its payments 
equal 45 per cent of the principal within the three- 
year period of limitations, such payments consti¬ 
tuted performance of the contract and discharged 
the original debt and, therefore, could not be de¬ 
ducted under subdivision (2) of Section 234 (a) of 
the Revenue Act of 1921, as accrued interest on in¬ 
debtedness. 

The action of the Commissioner of Internal Reve¬ 
nue in asserting a deficiency in tax is prima facie 
correct. The appellant has not only the burden of 
establishing that such action is erroneous but it 
must also establish what is its correct liability. It 
is submitted that the appellant has not shown by the 
evidence in this case that the action of the Commis- 


sioner was in error or that its tax liabilities for the 
periods in question were different from the amount 
determined by the Commissioner. Reinecke v. 
Spalding, 280 U. S. 227, 232-233; Botany Mills v. 
United States, 278 U. S. 282; Wickwire v. Reinecke, 
275 TL S. 101, 105; United States v. Anderson, 269 
U. S. 422; United States v. Rindskopf, 105 TTJ S. 
418; Fesler v. Commissioner, 38 F. (2d) 155. 

The findings of fact by the Board of Tax Appeals 
in this case are amply sufficient to support its judg¬ 
ment. The findings also contain sufficient facts im- 

j 

der the evidence in the case. The Board’s findings 

i 

will not be disturbed if they are supported by sub¬ 
stantial evidence. It is insisted that the evidence 
clearly supports the findings of fact as made by the 
Board. Avery v. Commissioner, 32 F. (2d) 6 (Ci C. 
A. 5th). | 

Counsel for the appellant complain in their brief 
under the first assignment of error that the Board 
of Tax Appeals erred in failing to find as a fact that 
the appellant’s outstanding indebtedness January 
3, 1921, was $924,350.36. The evidence does not 

i 

disclose any such fact. This amount was deter¬ 
mined between the appellant and its creditors as! its 
indebtedness March 27,1915. It is without dispjote 
that some payments were made under the contract 
of March 27, 1915, which under the terms of that 
contract reduced the amount of indebtedness. 
Counsel for appellant insist, although it is not con- 

i 

ceded that they are correct, that the payments under 
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the 1915 contract amounted to $234,466.56. If these 
figures are correct the indebtedness January 3, 
1921, could not have been $924,350.36. 

It is insisted under the second assignment of error 
that the Board should have found that the agree¬ 
ment made on that date obligated the appellant to 
pay interest at the rate of 7 per cent per annum 
on $924,350.36. As pointed out above the evidence 
does not disclose an indebtedness of such an amount. 
The Board included in its findings of fact the pro¬ 
visions of the agreement between the parties which 
did not fix a rate of interest higher than 7 per cent 
per annum. The law in such a case determines the 
rate to be 7 per cent and the Board of Tax Appeals 
is not required to include a provision of law in its 
findings of fact. 

Under the third assignment it is complained that 
the Board should have found that the indebtedness 
of the appellant remained constant from January 
3,1921, to June 15,1922. Under the fourth assign¬ 
ment the appellant complains that the Board erred 
in failing to find that the interest payments made 
by the appellant between January 3,1921, and June 
15, 1922, amounted to $181,491.10. The evidence 
does not justify any such findings. It is without 
dispute that payments were being made under the 
contract of January 3,1921, up to June 15,1922, but 
the date of the payments prior to June 15,1922, is 
not proved. These payments were made on the 
principal indebtedness and reduced the amount of 
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the principal in proportion to the amount of pay¬ 
ment. The evidence offered fails to convince that 
the amount paid between these dates was 
$181,491.10. All the witnesses attempt to say is that 
the amount was deducted in the income-tax returns 
as interest paid by it and it is not proved that the 
amount was paid between the dates in question. 
Furthermore, the evidence discloses that the pay¬ 
ments were on the principal indebtedness and w6re 
not interest payments, making the third assignment 
immaterial. 

The evidence does not support the findings re- 

i 

quested in the fifth and sixth assignments of error, 
for the reason that the payments in question are pot 
principal payments. i 

There was no error in the action of the Boprd 
under the seventh assignment, since there is no net 
loss disclosed by the evidence for the year 1921. 

The cases of Alameda Park Go. v. Commissioner, 
10 B. T. A. 1115; and Hayden v. Consolidated Mitr¬ 
ing & Dredging Co., 84 Pac. 422, are cited in sup¬ 
port of the appellant’s contention. Casual review 
of these cases demonstrates that they are not| in 
point and have no bearing on the instant case. 

i 

Counsel for the appellant call attention to the 
cases of Jones v. United States, 96 U. S. 24, and 
New Orleans v. Texas & Pacific Railway Co,, 3.7J 
U. S. 312, in which it is argued the rule is estab¬ 
lished that the condition precedent in a contract is 
inoperative until the condition has been complied 
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with. It is insisted that the Board has held that 
the agreement of January 3,1921, had the immedi¬ 
ate effect of reducing the appellant’s indebtedness 
to 45 per cent of the original amount. It is not 
understood that the Board so decided the ques¬ 
tion. What the Board said was (R. 19): “if it 
(the appellant) performed under the contract these 
amounts would be limited to the total or not to ex¬ 
ceed 45 per cent of the principal sum due.” By 
this the Board does not intend to say that the con¬ 
tract had the immediate effect of reducing appel¬ 
lant’s liability to 45 per cent of the amount of its 
indebtedness, but that its liability was limited to 
such an amount in the event it did not comply with 
the provisions of the contract. The cases relied 
on are therefore not decisive of the question in¬ 
volved here. 

The Board of Tax Appeals held that the defi¬ 
ciencies asserted by the Commissioner were not 
shown to be in error and therefore the appellant was 
not entitled to the deductions claimed on account of 
accrued interest. The decision of the Board under 
the evidence is without error and should not be 
reversed. 


CONCLUSION 

In conclusion it is insisted that the appellant has 
failed to produce evidence which discloses error in 
the action of the Commissioner in determining its 
tax liability for the years 1921 and 1922, and has 
further failed to show that its liability was other or 
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different from that asserted by the Commissioner, 
and it is therefore respectfully submitted that the* 
decision of the Board of Tax Appeals should be- 
affirmed. 

Gr. A. Youngqtjist, 

Assistant Attorney General. 

Sew all Key, 

F. Edwaed Mitchell, j 
Special Assistants to the Attorney General.. 

C. M. Charest, 

General Counsel, 

\ 

Bureau of Internal Revenue, 

Joe S. Franklin, j 

Special Attorney, 

Bureau of Internal Revenue, j 

Of Counsel- 

September, 1930. 
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APPENDIX A 


CODES AND GENERAL LAWS, CALIFORNIA, DEERING CON¬ 
SOLIDATED SUPPLEMENT 1917-1921 

Title 260 

INTEREST 

Act 1675: 

Sec. 1. The rate of interest upon the loan or 
forbearance of any money, goods, or things in ac¬ 
tion or on accoimts after demand or judgments 
rendered in any court of this state, shall be seven 
dollars updn the one hundred dollars for one year 
and at that rate for a greater or less sum or for a 
longer or a shorter time; but it shall be competent 
for parties to contract for the payment and receipt 
of a rate of interest not exceeding twelve dollars 
on the one hundred dollars for one year and not 
exceeding that rate for a greater or less sum or 
for a longer or shorter time, in which case such 
rate exceeding seven dollars on one hundred dol¬ 
lars shall be clearly expressed in writing. 

Sec. 2. No person, company, association, or cor¬ 
poration shall directly or indirectly take or re¬ 
ceive in money, goods, or things in action, or in 
any other manner whatsoever, any greater sum or 
any greater value for the loan or forbearance of 
money, goods, or things in action than at the rate 
of twelve dollars upon one hundred dollars for one 
year, and in the computation of interest upon any 
bond, note, or other instrument or agreement, in¬ 
terest shall not be compounded, nor shall the in¬ 
terest thereon be construed to bear interest unless 
an agreement to that effect is clearly expressed in 

(26) 
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writing and signed by the party to be charged 
therewith. Any agreement or contract of any 
nature in conflict with the provisions of this sec¬ 
tion shall be null and void as to any agreement 
or stipulation therein contained to pay interest apd 
no action at law to recover interest in any sum shall 
be maintained and the debt can not be declared 
due until the full period of time it was contracted 
for has elapsed. j 

Sec. 3. Every person, company, association ; or 
corporation, who for any loan or forbearance! of 
money, goods, or things in action shall have paid or 
delivered any greater sum or value than is allowed 
to be received under the preceding sections, one ajnd 
two, may either in person or his or its personal rep¬ 
resentative, recover in an action at law against the- 
person, company, association or corporation who* 
shall have taken or received the same, or his or its 
personal representative, treble the amount of the 
money so paid or value delivered in violation i of 
said sections, providing such action shall be brought 
within one year after such payment or delivejry. 
And any person, company, association or corpora¬ 
tion, who shall ask, demand, receive, take, accept! or- 
charge more than twelve per centum per anntim 
upon the sum of money actually loaned for the for¬ 
bearance, use or loan thereof, when the repayment 
of the money loaned shall be secured by a mortgage,, 
trust deed, bill of sale, assignment, pledge, receipt 
or other evidence of debt, except corporation bonds,, 
and municipal and other public bonds, upon prop¬ 
erty, real or personal or by assignment of wages, or 
ask, demand, receive, take, accept or charge more 
than an amount equal to five per cent so actually 
loaned and secured in all sums of one thousand dol- 
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lars or less, and three per cent on all sums over one 
thousand dollars in full for all examinations, views, 
fees, appraisals, commissions, renewals made 
within one year from date of loan and charges of 
any kind or description whatsoever, except ab¬ 
stracts or certificates of title charges made under 
the Torrens land law or otherwise, in the procur¬ 
ing, making and transacting of the business con¬ 
nected with such loans, or who shall ask, demand, 
receive, take, accept or charge any fee, bonus or 
commission whatsoever for the use or loan or the 
procuring of such loan of any sum of money for a 
shorter period than six months when said loan is 
not secured by a mortgage or pledge upon real es¬ 
tate, or shall violate the provisions of sections one 
and two of this act, shall be guilty of a misdemeanor 
and upon conviction thereof shall be punished for 
the first offense by a fine or not less than twenty- 
five dollars nor more than three hundred dollars, 
or by imprisonment not more than six months, or 
by both such fine and imprisonment, and for each 
subsequent offense and conviction shall be punished 
by a fine not less than one hundred dollars nor more 
than five hundred dollars and by imprisonment not 
less than six months nor more than one year. The 
penalties herein provided for the violation of this 
section and said sections one and two shall apply to 
and be imposed upon each member of any unincor¬ 
porated company, association, or of any copartner¬ 
ship and upon each officer and director of a eorpo- 
Tation who shall violate either of said sections. 
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